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1CHAPTER I
INTRODUCTION
1.1 Objective and Scope
'International tourism is the largest single item in the
world's foreign trade and for some countries is already the most
important export industry and earner of-foreign exchange.'1
In 1961, the money spent by the world on international tourism
was 6,800 Mn SDR. The improvement of transportation and the growing
affluence of the, people has pushed the figure to 38,562 Mn SDR in 1976,
with an annual compound rate of 12.26 percent.2 This growth rate is
much higher than that of income of most countries, and there is every
indication that the trend of this growth will continue. In many less
developed and developing countries which experience a large amount of
deficit in the visible trade account every year, the revenue from in-
ternational tourism, very often the biggest item in the invisible trade
account, has become one of the important sources of foreign exchange
required for the payment of imported necessities, as well as raw materials
and machineries of the export industries. For other countries, the tourist
industry may still be at its infant stage, but it constitutes a pro-
mising new resources for economic development. First, these less deve-
loped and developing countries are often faced with problems that they
1Peters (1972), p.4.
2These figures exclude the payments for international transport.
See Table 2.5.
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are lack of the capital and technology in developing their industries.
Because of the lack of capital and technology, the export industries
in these countries do not grow with a satisfactory rate so that large
visible trade deficit appears in the account every year, and this large
deficit thus hinders the countries from importing more advanced tech-
nology and machineries. Second, tourism is often regarded as a labour-
intensive industry, requiring a minimum amount of capital and technolog
All one needs for developing tourism are a favourable climate, some
natural beaches, some nature-born landscapes and sceneries, historical
cultures, as well as some basic facilities for providing accommodation,
meals and certain entertainments. Since tourism mainly composed of
different kinds of services, it is generally believed to be a good
employment contributor. Thus international tourism is particularly
attractive to these countries in which there is a high rate of unemploy
ment and underemPtoYment.! Third, since tourists (international as well
as local tourists) usually visit the countryside for sightseeing, snow-
skiing, swimming and so on, tourism thus helps to bring income to the
rural areas. For these countries which are characterised with a high
concentration of manufacturing industries in the urban areas, the
development of tourism is therefore in favour of an even inter-regional
distribution of income. Fourth, from the point of view of the world,
tourism also helps an international redistribution of income because
richer countries are always the major tourist generating countries,
and thus tourist money tends to flow towards poor nations.
Hong Kong is a small island, short of most types of natural
resources. Not only nearly all necessities, but also the raw materials
and machineries required by local manufacturing industries, have to
be imported from abroad. In order to earn for foreign exchange to pay
3for these imports, Hong Kong has to maintain a high level of export
and it is observed that a high proportion of domestic economic activities
is related directly and indirectly with the production of exported
goods. Although Hong Kong has achieved a significant growth rate of do-
mestic export in the past couple of decades,especially that Hong Kong
is presently one of the major exporters in the world of commodities
like clothing, electronics, footwear and toys, the local demand for
imported consumption and production goods increased in the same period so
much faster that a large amount of deficit still appears in the visible
trade account every year. Tourism, the most important invisible trade
item, is thus relied on to get the foreign exchange to cover the visible
trade deficit. In fact, in absolute value at current prices, tourism is
now the third largest export industries, after clothing and electronics j
The revenue from tourism, not just brings foreign exchange for
financing the importation of goods and services, generates income to
the local economy as well. It is estimated that in Hong Kong over
100,000 people earn all or part of their living from employment within
or linked to the travel ind'ustry.3 However, if we include the inter-
industrial repercussion effect, that the output of an industry is
demanded for as the input of other industries, and the consumption of
these people who get income from the tourist industry, then the number
of people whose income is partly or entirely, directly or indirectly,
contributed by tourism would far more than ten thousands.4
The government of Hong Kong realised the significance of tourism
3John H. Pain, Executive Director's Report, in Hong Kong Tourist
Association. Annual Report. 1977/78. D. 7.
4For the detail calculation of the ratio of the total income
generated by the tourist expenditure, see Chapters IV and V.
4to the economy and decided to promote the industry when the Hong Kong
Tourist Association was established in 1957.5 From that year on, the
Hong Kong Tourist Association became the sole semi-official organisa-
tion responsible for the promotion and development of tourism in Hong
Kong.6 In each year, large sum of government subvention was transferrec
to the Association and a high proportion of the revenue of the Associa-
tion was spent on publicity and advertisement (Table 1.1). Overseas
offices were set up and a large variety of promotional functions were
carried out in different tourist generating countries. The work of the
Association in the local economy includes the registration of guides
for affiliation with the Association, providing information to tourists
in Hong Kong, and organising various functions for attracting tourists
from foreign countries.
However, despite a large amount of money spent on promotion, it
is disappointed to find that little work has been done on studying the
economic contribution of tourism to the economy as well as forecasting
the revenue from tourism Hong Kong expects to get and the number of
international tourists Hong'Kong should prepare to entertain in the
coming years. The purpose of the present thesis is to try to fill such
gap.
We shall analyse the role of tourism in the path of development
5The establishment of the Hong Kong Tourist Association was
recommended by the report of a Working Committee appointed by the
Governor in 1955 to 'consider and to recommend to Government whether
or not a Hong Kong Tourist Association should be established and if
so to recommend the form of constitution, membership, methods of
financing, etc., of the Association.'
bThere is no government department established specially for the
development of tourism in Hong Kong, but in 1969, an Economic Tourism
Committee was set up to co-ordinate the efforts of government depart-
ments and the Hong Kong Tourist Association in promoting tourism and
expanding Hong Kong's tourist facilities.
5of Hong Kong economy, what economic impacts it gives to the eocnomy.
Our study will concentrate on the export of tourist services, but due
to the growing concern of many people on the net gain of foreign exchange
from tourism, after deducing the import of foreign tourist services, we
shall also study the travel expenditure of local residents abroad. From
our-results, we shall give some policy suggestion.
1.2 Definition and Methodology
Sometimes confusion arises on the terms 'foreign visitors' and
'foreign tourists', as different countries may attach different meanings
to them. In Hong Kong, the term 'incoming tourist' _is defined according
to the recommendation of the Committee of Statistical Experts of the
7'8
League of Nations in 1937:
Any person visiting a country, other than that in which he usually
resides for a period of at least 24 hours.
The following are considered as tourists:
(a) persons travelling for pleasure, for family reasons, for health,
etc.
(b) persons travelling to meetings, or in a representative capacity
of any kind (scientific, administrative, diplomatic, religious,
athletic, etc.)
(c) persons travelling for business reasons
(d) persons arriving in the course of a sea cruise, even when they
stay less than 24 hours. (The latter should be reckoned as a
separate group, disregarding if necessary their usual place of
7 Appendix to the Report of the Committee of Statistical Experts of
the League of Nations submitted to the Council on 22nd January, 1937, also
in Census and Statistics Department, Hong Kong Statistics, 1947-1967, p.199.




The following are not regarded as tourists:
(a) persons arriving, with or without a contract of work, to take
up ari occupation or engage in any business activity in the
country
(b) other persons coming to establish a residence in the country
(c) students and young persons in boarding establishments or schools
(d) residents in frontier zone and persons domiciled in one country
and working in an adjoining country
(e) travellers passing through a country without stopping, even if
his journey takes more than 24 hours.
In the present thesis, the terms 'foreign tourist', 'toreing visitor
'incoming tourist' and 'incoming visitor' are used interchangably with
the same meaning. On the other hand, we have to note that the term
'tourist expenditure' is here equivalent in meaning to the term 'revenue
(or receipts) from tourism', both being referred to the expenditure of
foreign visitors in Hong Kong (export of tourist services of Hong Kong),
so that we should not be confused with the travel expenditure of local
residents abroad (import of tourist services of Hong Kong). From the
above definition, it is clear that we would not include the expenditure
of the following persons in Hong Kong in the 'tourist expenditure':
(i) transit passengers (ii) aircrew members (iii) service visitors
(non-British Military and U.S. Navy Personnel)9 (iv) foreign consuls
and trade commissioners and (v) U.K. troops stationed in Hong Kong.
Furthermore, 'tourist expenditure' refers just to the payment of the
tourists for the services and commoditires consumed and purchased in
9We shall study the expenditure of the service visitors in Chapter
V.
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Hong Kong, not to the payment for international transport, insurance
application for visa and other items in their home countries.
Since Hong Kong produces and provides various types of services
,and commoidites to the foreign tourists staying in Hong Kong, it is
thus not so easy to have a clear-cut boundary between those economic
activities which are in and those which are not in the tourist industry.
The difficulties arise because these economic activities are related
directly or indirectly, entirely or partly, to the tourist expenditure.
A simple way to define the tourist industry is to adopt the definition
of membership of the Hong Kong Tourist Association: 10
(1) Any international passenger carrier, recognized travel agent,
hotel proprietor or tourist agent shall be eligible for admiss-
ion to membership of the Association as an ordinary member.
(2) Any person (which expression includes any body of persons
corporate or unincorporate) who is interested in travel and
tourist development, either commercially or otherwise, and who
is not eligible for membership under subsection (1) , shall be
eligible for admission to membership of the Association as an
associate member.
The definition emphasises on the persons and companies whose busi-
ness and activities are related directly to the expenditure of the
tourists. Although tourist industry defined in this way is sometimes
easily interpreted, especially when we are concerned with the persons
and companies eligible for admission to membership of the Association,
economically, however, there are some problems. First, although it is
10Hong Kong Tourist Association Ordinance, Laws of Hong Kong,
:hapter 302.
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clear that the members of the Association entertain directly the tourists
their business is in fact also open to local residents. For example,
local residents can accommodate in rooms of a member hotel, take a
member international passenger carriage, or purchase an article from
a member shop. Second, the definition pays particular attention to the
services rendered to the tourists, but does not take into account the
commodities produced locally and sold to the tourists. For example, a
tourist may take some food, purchase a transistor radio or a shirt,
which are produced by local industries, but according to the above
definition, the food, clothing and electronics industries does not be-
long to the tourist industry. Third, the phase any person who is inter-
ested in travel and tourist development, either commercially *or other-
wise, may include some persons who practically do not have any economic
contribution to the expenditure of the tourists.
To facilitate the evaluation of the economic impacts of tourist
expenditure, we prefer to define the tourist industry from the point of
view of the production of commodities and serivces on which the tourists
spend money. In this case, 'the tourist expenditure is treated as a
final demand so that the output of all industries in the economy will
be considered. The amount and the share of each industry will depend
on the expenditure of the tourists. We shall use this definition of
the tourist industry extensively in Chapter IV. However, there are also
some problems with our definition. First, since the expenditure patterns
of the tourists vary from year to year, thus the definition, in terms
of the amount of output of and the share of each industry, will not
stay uniform in different years. Second, how accurately the tourist
industry is defined will depend on our knowledge on the expenditure of
the tourists. In practive, such detailed information is not available,
9
thus we need some relaible method of estimation.11
In Chapter V. by means of a macroeconometric model, we shall study
the role of the tourist sector in the development of the economy. In
that case, the tourist sector refers to some more important variables
which are in or closely related to the tourist industry. However, the
choice of variables depends on our interest and data availability. For
our analysis, we shall include in the sector the following variables:
tourist expenditure, tourist arrivals, expenditure of service visitors,
travel expenditure of local resident abroad, tourist price index, em-
ployment and wage rate in the hotels.
After having defined some of the concepts,and .terms to be used
later, we shall start our study. First of all, in Chapter II, we §.hall
present and analyse some important features of tourism in Hong Kong,
which serve to present us a picture of the tourist industry and provide
us the fundamental information required for the studies in later chapters,
The features of Hong Kong analysed in the chapter will include the growth
of the industry with an international comparison, expenditure patterns
of the tourists, sources of visitors, prices of local tourist services,
as well as a section on the hotel sector, all of which are the informa-
tion those who are interested in travel and tourist development would
be eager to know. In Chapter III, we shall analyse the foreign demand
for the local tourist services, searching for the important determinants
and making a forecast of the industry. The models to be developed will
be used for time-series and cross-sectional analyses, and the results
obtained will be compared with those in other countries so that we may
know how significance our industry was and in what way our industry
11 See Chapter IV.
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can be developed and expanded. Chapter IV contains our study on the
economic impacts of tourism, vis-a-vis other industries, to the economy,
in terms of its capacity in generating: (i) income (ii) employment
(iii) government tax revenue and (iv) foreign exchange. Basing on the
results, we shall compare the actual contribution of tourism and other
industries in the period from 1962 to 19 77, and give some policy sug-
gestion on the development of tourism, vis-a-vis other industries, in
the light of different policy objectives. Chapter V is a macroeconometric
forecasting model of the economy. The model provides us, in addition
to abundant informations on the important variables in the economy,
the inter-relation between the tourist sector and other variables in
the economy. On the -one hand, we can know the effect of some variables,
for example, the government expenditure, on the tourist sector and on
the other hand, we can also know how some variables in the tourist sector
affect the economy, for example, the income. Moreover, the model enables
us to estimate the gross domestic product of Hong Kong from 1962 to
1977 should the tourist expenditure remain at the 1961 level, and to
make a forecast of all variables from 1978 to 1980. In Chapter VI, the
last chapter, we shall summarise our principle findings and our impli-
cations, and give some policy recommendations.
11
Table 1. 1 Revenue and Expenditure of the Hong Kong Tourist Association, 'o-ii
Publicity asSubvention as
a PercentagePublicitya PercentageGovernment
SurpluAdvertising of ExpenditureExpenditurof RevenueSubventionRevenueYep $'000% $'000$.000$'000$'000

















266116770 95.89 900514829 60.73L74901975
268219657 95.57?0569 1180817888 66.011976
24363 95.60 91924565?5485 171111977 69.65
Source: Hong Kong Tourist Association, Annual Report, various issues.
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CHAPTER II
CHARACTERISTICS OF HONG KONG TOURISM
2.1 Achievements of Hong Kong Tourism
2.1.1 A Longitudinal View- the Growth of the Industry
Twenty years ago, when Hong Kong was primarily a trading port,
tourism has already emerged as one or the most important export inauscries
In 1958, the year just after the establishment of the Hong Kong Tourist
Association, there were 103,055 international visitors and 125,610
members of U.S. Armed Services coming to Hong Kong, spending respectively
about $179 million and $52 million on shopping, board and lodging,
tours and so on.1 Since 1960, Hong Kong has been gradually transformed
into an 'export-propelled economy': it has been one of the world's
largest exporter of many commodities.2 During this time, tourism has
continued its significance and it is presently regarded as the Hong
Kong's third largest foreign-exchange earner. In the past couple of
decades (1958-1977), the international tourist arrivals coming to Hong
Kong increased more than seventeenfold, reaching a new record of
1,755,669 in 1977 (Table 2.1). During their stay in Hong Kong, they
went around for sight-seeing, shopping and attending meetings. In
1961, 'the money spent by them on the purchasing items and services
amounted to $454 million, and in the following seventeen years, together
'Hong Kong Tourist Association, Annual Report, 1957/58&1958/59.
2For detail, see Cheng (1977), Chapter 10.
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with the increasing influx of international visitors, Hong Kong got
more and more revenue from tourism. For the year 1977, $3,640 million
was recorded on the credit side in the tourist account - about nine
times that-for the year 1961. Although the average annual growth rate
of total tourist expenditure from 1961 to 1977 was nearly the same as
that of tourist arrivals, the per capita tourist expenditure fluctuated
widely within the period. The expenditure of the 'average tourist' was
$2,055 in 1961, it then fell gradually to $1,492 in 1967, the year of
political disturbance in Hong Kong. Fortunately, in the following
decade, Hong Kong has attracted higher expenditure from most of the
incoming visitors so that the per capita expenditure-grew up again and
in 1977 it reached the level slightly greatly than that in 1961.
Since the expenditure on a commodity can be treated as the product
of the price of the commodity and the quantity of the commodity purchased,
the increase in Hong Kong revenue from tourism may be partly due to the
rising prices and partly due to the greater amount of services rendered
to the tourists. To get a concept on the quantity of tourist services
provided by Hong Kong in the past, we deflate the tourist expenditure
and per capita expenditure with an index of the price of the services
(base year = 1966). In real terms, the growth of Hong Kong tourism
does not appear so significant as compared with that in nominal terms.
The real expenditure of the tourists in 1977 ($1,769 Mn) is just
slightly greater three times that in 1961 ($510 Mn), and the real per
capita expenditure was even declining, by more than one half, within
this period of time. (Table 2.1)
The growth of Hong Kong tourism in the past was not smooth: the
growth rates of tourist arrivals and tourist expenditure both varied
widely. For example, Hong Kong was faced with an influx of tourists
14
Table-2.1 Tourist Arrivals and Tourist Expenditure, 1958-77























Sources: Hong Kong Tourist Association
Hong Kong Census and Statistics Department.
aAt constant 1966 price.
15
in 1959 and 1961 the number of tourists grew with a rate of 34.45 and
34.96 percent respectively over the previous year. In 1964, 1969 and
1970, the growth rate of the tourist arrivals was more than twenty
percent, especially in 1970, when a considerable proportion of the
tourists stopped at Hong Kong for a few days in their way to and back from
the Expo'70.3 As a result, when this factor vanished in 1971, the
number of incoming visitors actually declined with a rate of 2.15 percent.
On the other hand, as tourism is a luxury good to most people, tourism
in Hong Kong grew with a significant rate when the people in foreign
countries got increasing affluence, but it would be damaged should
there be economic recession in the tourist generating countries. This
explained the nearly zero growth rates of tourist arrivals in 19.74
and 1975.
The growth of the (nominal) tourist expenditure followed approxi-
mately the same pattern as that of tourist arrivals, but we observed
that the former rose faster than the latter during economic prosperity
in the world but appeared to be vulnerable against certain disturbing
impacts. For example, the former was significantly reduced during the
political riot in 1966 and 1967 while the latter was little affected.
We find that for the period from 1962 to 1977 both the growth rate of
tourist expenditure and that of tourist arrivals have nearly the same
arithmetic mean, but since the former fluctuated more widely, it has
greater standard deviation, and hence coefficient of variation.
Table 2.2 compares the growth of tourism and major export industries
in Hong Kong from 1962 to 1977. It is natural and easily understood
that the domestic export, which is the aggregation of the exports of
A quantitative estimation of the contribution of the Expo' 70 to
Hong Kong tourism is given in Chapter III.
Table 2.2 Growth Rates of Tourism and Major Export Industries, 1962-1/
(Percent)
Tourist Tourist Domestic Fish Fish Macninery, Electrical Travel Watches
Textile other than Clothing Footwear
























87.5840.05 33.2011.50 51.6-50.5642.2442.7419.92 34.56 91.801976
-2.66-13.18 -18.78 40.2322.09 7.043.019.407.281977 12.54 5.05
19 .402 6.81 53.1127.34 31.76 9.2929.01 10.3617.1114.12 14.67Mean
Standard
13.34 9.41 36.12 17.62 30.00 17.89 19.28 9.96 15.20 51.43deviation7.86
0.9093 0.5500 1.2450 1.7005 1.0971 0.5634 0.1175 0.5133 1.6364 0.9684C of Va 0.5567
a
in ratio C of V= Coefficient of Variation= standard deviation/men
Source: Census and Statistics Department
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all industries, grew fairly steadily, but each individual industry
showed different degree of stability of growth. For example, the
political disturbance in Hong Kong appeared to slow down the growth of
'fish and fish perparation', 'textile', and 'machinery, other than
electric', and the world economic recession in 1974 and 1975 has resulted
in the downturn of such industries like 'fish and fish preparation',
'textile', 'electrical machinery', 'footwear', and even the aggregate
domestic export. It is found that the coefficient of variation of the
growth rate of domestic export is 0.5505, smaller than that of each major
industries, except clothing. The fluctuation of the growth of tourist
arrivals and that of electrical machinery are both relatively small,
with coefficient of variation of 0.5567 and 0.5634 respectively. As
a source of foreign exchange, in terms of either size or stability of
growth, tourism is better than many major export industries like 'fish
and fish preparation', 'textile', 'machinery, other than electric',
'footwear' and 'watches and clocks'.
To determine the significance of tourism relatively to other sectors
of the economy, we find that the ratio of tourist expenditure to gross
domestic product at current market price, remained approximately
uniform, ranging from 6.33 percent to 9.75 percent (Table 2.3).
However, with the fast development of some other industries, such as
plastic, electronics, wigs and toys, Hong Kong has expanded its merchan-
dise domestic export faster than tourism. Thus the tourist receipts
of Hong Kong in 1961 was 11.36 percent of the domestic export but this
ratio fell gradually to 7.99 percent in 1977. In some sense, this means
that the performance of tourism within this period was not so significant
as many other export industries, but we would like to bring out the
following two points. First, at the end of 1950s, tourism was already
18
Table 2.3 Significance of Tourism in Hong Kong, 1961-77
Tourist Arrivals Relative ToTourist Expenditure Relative To
Local Popu-Hong Kong LandMerchandiseGDP (%)



















Hong Kong Government, Annual Report, various issues.
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a developed industry in Hong Kong: Hong Kong was the most important
tourist destination in the Pacific and Far East.4 At that time many
other industries were just taking their first step so that it was
easier for them to achieve higher growth rates. Second, the declining
proportion of tourist receipts in domestic export means that Hong Kong
is having a wider sources of foreign exchange and this is consistent
with the principle of diversification. On the other hand, the tourist
industry in Hong Kong was developed so rapidly that we are not only
having increasing number of tourists per land area of Hong Kong but
also increasing number of tourists per local population as well. This
means that Hong Kong is now more 'densely popula'ted'-with foreign visitors
than before.
Some people use to compare the revenue from tourism to the visible
trade deficit so as to emphasize the importance of tourism as a foreign
exchange earner. We see that from 1961 to 1977, the visible trade
deficit fluctuated within a band approximately from $1,500 Mn to $3,500 Mn
but that the revenue from tourism increased from $454 Mn to $3,640 Mn
for the same period.. Thus tourism revenue could cover-more and more
portion of the visible trade deficit, and in 1976 and 1977, the former
more than compensated the latter. Other people prefer to form the tourist
account, recording the export and import of tourist services. It is
then observed that the tourist surplus (export minus import). rose in
the 1960s but fell in the 1970s. As a result, the net gain in foreign
exchange from tourism in the past few years was becoming less significant 5
(Table 2.4). That more and more revenue from the export of tourist
4See Table 2.6.
5An exception was in 1976 when the visible trade deficit was at
an exceptionally low level.
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Table 2.4 The Tourist Account and Visible Trade Deficit, 1961-1977
T.S.E.T.VisibleImport ofExport of Tourist Surplus Trade DeficiTourist ServiceTourist Service (T.S.) V.T. V.T.D.(V.T.D.)(M.T.)(E.T.)
% %$Mn.$Mn.$Mn.$Mn.
23.00 10.031,974256 1984541961
11.4523.68269 252 2,2001962 521
13.6125.61283 2,3583216041963
15.032,695 26.0529 7 4057021964
17.42726 312 414 2,377 30.541965
1966 702 327 375 2,459 15.2528.55
1967 787 300 487 1,587 30.6949.59
1968 1,001 335 666 12794 37.1255.80
1969 1,354 377 1,605977 60.8784.36
1,8201970 453 1,367 2,230 81.66 61.30
1,6501971 564 1,084 2,931 36.9856.29
2,1061972 794 1,312 2,167 60.5493.03
2,2031973 1,123 1,080 2,7.85 79.10 38.78
1974 2,387 1,565 822 3,521 67.79 23.35
1975 2,575 1,886 689 3,086 83.41 22.33
1976 3,463 2,310 1,153 1,232 281.17 93.59
1977 3,640 3,155 485 3,256 111.79 14.90
Sources: Census Statistics Department, Estimates of Gross Domestc Product_ varinus iss„Ps_
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services was written off due to the import of tourist services has .
indeed troubled some economists and people concerning the industry,6
especially in an era when the position of Hong Kong dollar is getting
worsening.
Another way to measure the growth of Hong Kong tourism is to
compare the local receipts from tourism with the world tourist receipt
(Table 2.5).
Tahle 2.5 Comparison of Hong Kong Tourism and World Tourism
Ratio of Hong Kong Tourist
World TouriHong Kong Receipts to World-Tourist
ReceiD isTourist Receiptl Receipts
0SDR MnSDR Na n
1.166.80078.91961


















aMillions of Special Drawing Right
Sources: Census Statistics Department, Estimates of Gross Domestic
Product, various issues .
International Monetary Fund, International Financial Statistics,
various issues.
6For example, Edward K.Y. Chan, of the Hong Kong Universit:
Sing Pao Daily News, March 11, 1979.
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In 1961, Hong Kong received slightly greater than one percent of the
world's expenditure on tourism, and in 1976, this percentage rose to
more than two percent. While tourism of the world grew at an compounded
rate of growth of 12.26 percent from 1961, Hong Kong tourism
could grow at a higher rate of 16.88 percent
2.1.2 A Transversre View-An International Comparison
According to the estiamate of an Inrernational research company,
it was discovered that in 1958. Hong Kong was the biggest tourist
destination center in the Pacffic and Far East Region(Table 2.6).
Table 2.6 Tourism in Selected Pacific Countries,1958
Tourist Arrivals Tourist Expenditure Length of Stay
(thousands) (US$Mn) (Days)
Hong Kong 103 67 4-5
Singapore 75 7.5-10 3
Malaysia 10-16 1-1.5 2-3
Thailand 50-60 7.5-9 2-3
Cambodia 8 0.8 2
Vietnam 10-18 1-15 2
Fiji 12 2.5 10
Tahiti 1.1 1.1 18
New Zealand 30 10.9
26
Australia 61.3 23-25 25-30
Indinesia 2.5 0.5-0.6 5-6
Philippines 30 10 7
Taiwan 25.7 1 2.5
japan 96.7 61-67 15
s.Korea 6.66 1.0-1.5 3
Source: Clement(1961),p.292.
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Although Hong Kong is smaller than Japan in terms of both population
and geographic area, in 1958, Hong Kong entertained more international
visitors and received more revenue from tourism than Japan did.
As Hong Kong tourism grew at a significant rate in the 196Us and
1970s, she remained to be an important centre for international traveller
In 1976, with respect to the local population, Denmark received the
most foreign tourists, Austria the second, Singapore the third and
Hong Kong, ranked the fourth. However, since the area of Hong Kong and
that of Singapore are much smaller, it is found that with respect to
the area, Singapore and Hong Kong were most densely populated with
foreign visitors (Table 2.7)
Table 2.7 Tourist Arrivals in Selected Countries, 1976
























Hong Kong Tourist Association
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For an international comparison of the dependence on tourism, it
is discovered that Austria is the country with the highest degree of
dependence on tourism in the world (Table 2.8).
Table 2.8 Dependence on Tourism of Tourist Countries, 1976a
Tourist Receipt RelativeTourist Receipt



























aA tourist country is defined as one whose tourist receipt relative
to GNP is greater than 5 percent or relative to merchandise export
is greater than 10 percent.
b1975.
C
n.a. = not available.
Note: The countries are ranked by the percentage of tourist receipt
in GNP, or for those whose figures are less than five percent,
they are ranked by the percentage of tourist receipt in
merchandise export.
Sources: Table 2.3
International Monetary Fund. International Financial Statistics.
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We have seen that Hong Kong has approximately, the same xatio of tourist
receipt to gross domestic product in the past,-and that her tourist
receipt relative to the domestic export showed a downward trend. In
1976, the position of Hong Kong with respect to the reliance on tourism
was the eighth.
2.2 Some Features of Foreign Visitors
2.2.1 Sources of Visitors
Because of the fast and convenient transportation tacilities between
Hong Kong and the rest of the world, Hong Kong received visitors from
more than two hundred countries in 1977. These 'countries of origin
range from our neighbours such as Taiwan, Philippines, Indonesia, China
and Thailand, to farther parts of the world like U.S.A., U.K., Argentina
and South Africa. However, careful studies would reveal that the
sources of visitors are highly concentrated. From 1960 to 1977, the
-majority of the visitors, about sixty percent of them, were coming
from Japan, America and South-east Asian countries,7 or the visitors
from the first two countries, Japan and America, constitute about forty
percent of the total. Table 2.9 displaces the twelve major tourist
generating countries by country of residence and by country of nationality
in 1977.
Analysing the change in importance of different countries as a
tourist generator, we find that just before and after 1960, about forty
percent of the incoming visitors were American, and the number of
Japanese visitors was almost insignificant (about seven percent).
7South-east Asian countries include Brunei, Burma, Indonesia,
Khmer, Laos, Malaysia, Philippines, Singapore, Taiwan, Thailand, Vietnam.
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Table 2.9 Twelve Major Tourist Generating Countries
By Countries of Residence By Nationality, 1977












2.5(11) W. Germany2.6(11) S. Korea
2.4 2.5(12). Philippines(12) W. Germany
Source Hong Kong Tourist Association, A Statistical Review of
Tourism, 1977, p. 29.
From that time on, the proportion of American visitors declined whir
that of Japanese visitors climbed up considerably, the two being the
mirror image of each other. In 1971, Hong Kong for the first time
entertained more Japanese tourists than American ones. On the other
hand, the proportion of travellers originating from South-east Asian
countries remained approximately uniform although it was increasing
slowly in the past few years (.Figure 2.1)
To determine quantitatively the concentration of the sources of
tourists, we calculate the Hirschman-Gini Coefficient of the tourist
arrivals, by nationality and by country of residence. The results are
presented in Table 2.10,8 It is discovered that the Hirschman-Gini
°We include fifty countries/regions in the calculation. Thus the
Hirschman-Gini Coefficient lies between unity (when all tourists come
from only one country), and 0.1414 (when all countries generate the
same number of tourists).
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Coefficient rose gradually from 0..3519 in 1968 until it reached 0.4325
in-1973, 9 showing that the sources of tourists were getting more and
more concentrated within this period, and then it decreased to such an
extent that in 1977 it was lowered than the level in 1968. When the
tourists were classified according to their country of residence, the
degree of concentration was not much different from that under the
nationality classification. The Hirschman-Gini Coefficient of the
former classification also showed a decline from the peak in 1973, and
in 1977 it was only 0.3471.
Table 2.10 Geographic Concentration of Sources of Tourist, 1968-77













Sources: Hong Kong Tourist Association, A Statistical Review of
Tourism, various issues.
9In 1973, the percentage of Japanese visitors reached a record
high - about 38- percent. See Figure 2.1.
Hirschman-Gini
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2.2.2 Seasonality in Hong Kong Tourism
As the weather in Hong Kong varies not too widely throughout the
year, we do not find that there is a sharp decline or rise in tourist
arrivals in different months. Tourism in Hong Kong does not show a
marked seasonality. Table 2.11 shows the monthly percentage of tourist
arrivals in 1976 and 1977. October appears to be the 'hottest' month
for travelling to Hong Kong. Other busy months for our people in the
tourist industry are November, March to May, being coincident with the
two Chinese Export Commodities Fairs held at Canton. The slack momths
are January/February, and June/July.


















Sources: Hong Kong Tourist Association, A Statistical Review
of Tourism,1977,P.28
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In order to check the change in seasonality in Hong Kong tourism
in the past, we present in Table 2.12 the Hirschman-Gini Coefficient
of monthly tourist arrivals from 1960 to 1977. We find that except
in the first few years in 1960s, the numbers of visitors coming to
Hong Kong were becoming more and more evenly distributed throughout
the year. Alternatively, we calculate the percentages of monthly
tourist arrivals in 1960, 1969 and 1977 and show them graphically in
Figure 2.2. It is quite clear that October is the traditional 'busy'
month, and that the fluctuation of the curve for 1977 is not so wide
as compared with that for 1960 and 1969. This feature of, the seasonality
of the tourist arrivals is favourable to our hotel industry because
we would expect that the hotel rooms could be better utilized in the
whole year.
An international comparison of the seasonality of tourist arrivals
in 1976 is given in Table 2.13. It is found that the two tropical
countries, Thailand and Singapore, have the least significance in the
seasonality in tourism. Hong Kong ranked the third, but the Hirschman-
Gini Coefficients of these three areas are very close together. Countries
in higher latitudes, such as Italy, U.S.A., Japan and Australia, would
usually have the number of incoming visitors concentrated in a few
months. This seems that the weather in the destination country is an
important factor affecting the time of arrival of international visitors.
In comparing the sources of foreign visitors, we find that visitors
from different countries may prefer to come to Hong Kong in different
time of the year. For example, in 1977, Japanese visitors arrived
mostly in February and March but least in July and December, but American
visitors usually preferred October and November, but tended to avoid
coming here in January and February. It is interesting to discover that
33





















Sources: Hong Kong Tourist Association, Annual Report
various issues.
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Table 2.13 Seasonality of Tourist Arrivals
in Selected Countries, 1976








0.28980 1 537 9.217 0.08981,098,442Thailand
0.30710.3626528,73217,496,239 1.458.020U.S.A.
0:637 0.3423739,73013,929,798 1.160.817Italy
0.29260.164911,46169 , 520834,239South Korea
nQQ10.271618,03266,38796, 598Israel
a1975
Source: Hong Kong Tourist Association.
visitors from different South-east Asian countries might have different
favourite months for having a'tour in Hong Kong, for example, December
and November for Taiwan, May and April for Thailand, June and April for
Singapore, but they mostly feel that January and February, the coldest
time in Hong Kong, are the most unsuitable months. Thus visitors
arrivals from these Asian countries are concentrated on a few months,
resulting in a relatively larger Hirschman-Gini Coefficient. British
visitors arrivals has the lowest Hirschman-Gini Coefficient, although
we find that their numbers were more in March and October but less in
Juen- and February. (Table 2.14)
Table 2.15 displays some features of the visitors in 1977 from
different countries. Japan is not only the biggest tourist generator,
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Table 2.14 Seasonality of Tourist Arrivals
from Ten Mal or Countries of Origin, 1977
Gini CoefficientSlack MonthEPeak MonthsCountry
0.2974July/DecemberFebruary/March(1) Japan
0.2965January /February(2) U.S.A. October /November
February/Nivember(3) Austrlia 0.2933January/October





0.3004February /January(9) Indonesia September/October
0.3130February/ January(10) Philippines December/October
Source: Hong Kong Tourist Association, A Statistical Review of Tourism,
1977,pp 31-2.
but also the greatest revenue contributor. In i' , CFO, LLWUbaLLU
Japanese visitors arrived Hong Kong, spending over one billion dollars
on different kinds of tourist services. While we find that the per
capita expenditure of these visitors is well above the average of all
visitors, the length of stay of them is inproportionately short, being
the second lowest after the figure of the South Korean, so that their
per diem expenditure is the highest of all. South African visitors
stayed the longest in Hong Kong, the length being nearly double of the
Japanese visitors, and in per capita expenditure, they were also the
first. But we do not observe a direct relation between the length of
stay and the per capita expenditure. For example, visitors from Taiwan
were placed the second in length of stay, but the fifth in per capita
expenditure Malaysian visitors were the third by the former measure
but the eighteenth (the lowest among all countries listed) by the latter
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Table 2.15 Some Features of Tourists
From Selected Origin Countries, 1977

















1,480 43522,138 3.4032.8New Zealand
1,768 4523.9140,81772.2Canada
2,6554.83 5500.7South Africa 9,060
1,798 6732.6745,671Z.15South Korea
2,073 5473.791,755,669.3,640.0All countries




criteria. In fact, we discover that the coefficient of corrlation
between these two features is only 0.2165-
It is also interesting to study some characteristics of visitors
by purpose of visit in 1966.10 In that year, most of the sample
tourists came here for vacation (no connection in Hong Kong), contribu-
ting over half of the total expenditure. However, it is the conference
delegates who had the highest mean expenditure and the longest stay.
On the other hand, visitors arriving Hong Kong for carrying out some
business, either commercial or government business, had the greatest
mean expenditure per day. The mean length of stay for all visitors
in that year was 4.4 days. (Table 2.16)
2.3 Expenditure Patterns of the Visitors
The components of tourist expenditure are displayed in Table 2.17
(at current price) and in Table 2.18 (at constant price). In nominal
terms, international tourists in Hong Kong spent about sixty percent
of their money on purchasing different commodities, the percentage was
as high as 64 percent in 1961./falling in 1960s but rising in the past
few years again. International visitors in Hong Kong can find a large
variety of goods imported from nearly every part of the world, and many
even discover that some commodities made in their home countries are
even sold cheaper here. Thus they seldom fail to purchase and bring
back a lot of cheap commodities. Hotel bills is the next important
item ranging from 17 to 20 percent of the total. The other expenditure
include meals taking out of the hotels, other types of entertainments,
and tours, but each of them is only a relatively small share of the
10 Unfortunately, we do not have similar information for more
recent years.
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Table 2.16 Some Features of Tourists By Purpose of Visit, 1966
Mean ExpenditureLength ofMeantotal SamplePurpose of Visit per dayStaybExpenditureExpenditure
days $$1000
4484.83,207 1,1526,901Vacation (no connection in Hong Kong)
Vacation (visiting friends or 3736.2245 2,311566
relatives)
49 51,163 2,226 4.52, 589Commercial business
6052,056128 3.4263Government or U.N. business
2,809 43263 6.5177Conference delegate
1,102 2763336 4.0Study
150 c2,247169 75 ever 14Temporary Work in Hong Kong
In transit 1,408 1,01811433 1.8 566
Total 12,944 6,672 .1.,940 4414.4
aThis is not the per capita expenditure because each sample may have more than one person.
b including armed force tourists.
cassuming the length of stay is 15 days.
Source: Robert C. Hazell, The Tourist Industry in Hong Kong, 1966', vol. II
58
Table 2.17 Components of Tourist Expenditure, at Current Price, 1961-1977 (HK$Mn.)
Untraceab lEOther TOTAIToursMeals OutHotel Bills ExpenditurEShopping Entertainments
453.9 (100.0)22.6 (5.0)14.0 (3.1)13.7 (3.0)31.8 (7.0)82.0 (18.1)289.8 (63.8)1961
521.2 (100.0)25.9 (5.0)16.5 (3.1)15.7 (3.0)36.4 (7.0)94.7 (18.2)1962 332.0 (63.7)
604.5 (100.0)30.0 (5.0)19.9 (3.3)18.2 (3.0)54.2 (9.0)110.3 (18.2)371.9 (61.5)1963
705.4 (100.0)34.9 (4.9)31.1 (4.4)28.3 (4.0)63.2 (9.0)129.5 (18.4)418.4 (59.3)1964
726.0 (100.0)42.9 (5.9)33.1 (4.6)36.2 (5.0)64.9 (8.9)134.3 (18.5)1965 414.6 (57.1)
701.6 (100.0)41.2 (5.9)33.2 (4.7)28.2 (4.0)69.4 (9.9)144.7 (20.6)1966 384.9 (54.9)
787.2 (100.0)61.6 (7.8)37.7 (4.8)24.0 (3.1)62.5 (7.9)139.5 (17.7)1967 461.9 (58.7)
68.3 (6.8) 1,001.3 (100.0)49.1 (4.9)40.3 (4.0)89.1 (8.9)188.2 (18.8)1968 566.3 (56.6)
79.0 (5.8) 1, 354.2 (100.0)67.4 (5.0)80.8 (6.0120.4 (8.9)255.6 (18.9)1969 751.0 (55.4)
106.4 (5.8) 1,820.5 (100.0)89.7 (4.9)108.7 (6.0)126.5 (7.0)1970 324.9 (17.8)1,064.3 (58.5)
142.2 (8.6) 11649.5 (100.0)75.1 (4.6)66.7 (4.0)98.2 (6.0)1971 287.5 (17.4)979.8 (59.4)
171.5 (8.1) 2,106.0 (100.0)100.3 (4.8)95.0 (4.5)199.9 (9.5)1972 286.6 (13.6)1,252.7 (59.5)
227.9(10.3) 149.8 (6.8) 2,202.9 (100.0)49.0 (2.2)98.8 (4.5)1973 333.0 (15.1)1,344.4 (61.0)
49.44(2.1) 191.93(8.0) 2,387.2 (100.0)141.38(5.9)221.31(9.3)1,418.08(59.4)1974 365.1 (15.3)
151.17(5.9) 50.51(2.0) 92.18(3.6) 2,574.2 (100.0)264.93(10.3)1,592.00(61.8) 423.1t5(16.4)1975
?09.19(6.0) 79.57(2.3) 122.34(3.5) 3,463.6 (100.0)326.06(9.4)2,181.83(63.0) 544.63(15.7)1976
101.13(2.8) 151.81(4.2) 3,640.02(100.0)186.24(5.1),2,230.36(61.3) 622.22(17.1)1977 348.26 (9.6)
Note: Figures in bracket are the percentage share.
Source: Hong Kong Tourist Association.
39
Table 2.18 Components of Tourist Expenditure, at Constant Price of 1966, 1966-77
(HKS Mn.)
UntraceableOther TOTALTour:Meals OutHotel BillsShopping ExpenditureEntertainments
701.6 (100.0)41.2 (5.9)33.2 (4.7)28.2 (4.0)69.4 (9.9)144.7 (20.6)1966 384.9 (54.9)
762.0 (100.0)58.0 (7.6)37.7 (5.0)23.3 (3.1)58.7 (7.7)131.5 (17.3)1967 452.8 (59.4)
910.6 (100.0)62.7 (6.9)40.9 (4.5)78.6 (8.6) 38.9 (4.3)160.3 (17.6)1968 529.3 (58.1)
1,164.9 (100.070.0 (6.0)48.1 (4.1)76.7 (6.6)99.7 (8.6)183.9 (15.8)1969 686.5 (58.9)
88.11')(5.8) 1,509.1 (100.0)64.1 (4.3)102.3 (6.8)98.5 (6.5)200.8 (13.3)1970 955.4 (63.3)
1,310.5 (100.0)113.9 (8.7)53.6 (4.1)60.6 (4.6)69.5 (5.3)1971 153.4 (11.7)859.5 (65.6)
1,563.4 (100.0)71.6 (4.6) 129.3 (8.3)142.0( 9.1) 79.8 (5.1)128.7 (8.2)1972 1,011.9 (64.7)
1,357.7 (100.0)35.0 (2.6) 95.7 (7.1)70.4 (5.2)126.0 (9.3)1973 150.8 (11.1)879.8 (64.8)
1,288.9 (100.0)33.2 (2.6) 106.7 (8.3)95.5 (7.4)108.5 (8.4)1974 150.6 (11.7)794.4 (61.6)
1,367.2 (100.0)33.7 (2.5) 49.8 (3.6)100.3 (7.3)1975 126.4 (9.2)170.2 (12.5)886.9 (64.9)
1,829.6 (100.0)1976 52.9 (2.9)135.3 (7.4) 63.3 (3.5)143.3 (7.8)205.6 (11.2)1,229.2 (67.2)
1,842.0 (100.0)1977 67.2 (3.7)142.5 (7.7) 92.9 (5.0) 74.8 (4.1)210.1 (11.4)1,254.4 (68.1)
Source: Table 2.17
Hong Kong Tourist Association, A Statistical Review of Tourism, various issues.
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total expenditure. If the tourist money is measured in real terms,
by deflating with appropriate indices, we discover a different picture.
The percentage of shopping was rising steadily from 1966 to 1977, with
54.9 percent in 1966 and 68.1 percent in 1977. This means that, in
quantity terms, commodities purchased is rising faster than other types
of services consumed by the tourists within this period (1966-77).
On the contrary, the proportion of hotel services in the hotel services
in the total tourist services and commodities, after the deflation,
consumed by foreign visitors was actually declining, i.e., from 20.6
percent to 11.4 percent. The proportions of the money, measured at
constant price, spent by the tourists on other items were relatively
small, except that about ten percent was on 'meals out', but the
importance of this item was declining to only 7.7 percent in 1977.
Table 2.19 emphasizes the pecularities of the distribution of the
revenue on tourism in Hong Kong. Hong Kong and Singapore share one
Table 2.-19 Components of Tourist Expenditure
In Selected Destination Countries, 1976





2.6 00.011.325.8 8.218.9 33.2Malaysia
13.4 100.015.519.1 15.117.519.5Philippines





bIncluding the item 'Others'.
Source: Hone Kong Tourist Association.
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common feature of their tourist industries, they are 'shopping paradises'
of international travellers. In -1976, foreign residents travelling in
these two areas spent more than sixty percent of their budget on purchasing
commodities while the shopping proportion in other countries was only
about twenty percent. The patterns of tourist expenditure in Hong Kong
and Singapore were quite similar. In general, travellers havinga trip
in foreign countries usually spent most of the money on accommodation
and food, for example, 65.3 percent in Spain, 59.0 percent in Malaysia,
58.0 percent in Israel and 50.0 percent in Thailand. Comparatively,
a small proportion of the money was spent on entertainment, except in
South Korea (24 percent) and in Philippines (15.5 percent), and also
a small proportion on local transport, except in Philippines (15.1
percent) and in Israel (15.0 percent).
2.4 Price of Tourism in Hong Kong
In modern theory of demand for international tourism, prices are
important determinants. The effects are three folds: they affect the
substitution between international travelling and domestic travelling
they affect the substitution b etwentravelling in different destination
countries the change in relative prices of different components of
tourist services in a country affects the expenditure pattern of incoming
foreign visitors.
Table 2.20 displays the price indices of tourist services and the
components in Hong Kong, and compare them with the local gross domestic
product deflator and the unit value index of imports. Both the tourist
price index and the GDP deflator grew at approximately the same rate
from 1961 to .1977, the average compound rate being 5.38 and 5.21 percent
per annum respectively, and both were rising faster than the implicit
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Table 2.20 The Tourist Price Index and Its Components, 1961-77 (1966= 100)
Untraceable Tourist Price GDP ImportShopping Hotel Bills Meals Out Entertainment Tours
Expenditure Index deflator Price Index
1961 89.0 91.4 99.9

















5.37 10.37 8.46 6.53 3.78 6.37Growth Rate 1966-77
5.38 5.11 4.Zb
1961-77
Sources: Census and Statistics Department Estimates of Gross Domestic rruuuUL, Vd11VUO
Hong Kong Tourist Association, A Statistical Review of Tourism, various issues.
6.80 6.28
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import price index. Among the components of the tourist price index,
the price of accommodation in Hong Kong grew at the fastest rate, the
average annual growth rate for 1966 to -1977 was -10.37-percent, being
doubled that of shopping or nearly trebled that of tours. The price
of meals taken outside hotels also grew up very rapidly: for every
year, it was increased at an average rate of 8.46 percent over the
value in the previous year. However, the growth rate of prices of
accommodation and food in Hong Kong was not so 'terrible' when compared
with that in its major competitors. Table 2.21 shows that for the
period from .1972 to .1978 the growth rate of cost of staying overnight
in Tokyo was the highest among major Pacific destinations, the position
Table 2.21 The Cost of Staying Overnight at




Hong Kong 12.9 (4)38.18 (2)18.40 (1)
Tokyo 19.7 (1)52.02 (1)17.70 (2)
7.6 (7)Jakarta 24.10 (6)15.50 (3)
6.3 (8)Manila 21.40 (8)14.80 (4)
25.59 (5) 11.0 (5)Bangkok 13.70 (6)
14.10 (5) 10.9 (6)Sinapore 26.27 (4)
14.5 (3)10.30 (8)Kuala Lumpur 23.18 (7)
16.4 (2)Taipe 26.55 (3)10.70 (7)
Note: (a) Figures in brackets are the ranking
(b) The 'cost of staying overnight' is based on the cost of one
night's half-twin room plus breakfast at an average tariff
of top four or five expensive hotels in each city.
Source: Hong Kong Tourist Association, The Hotel Industry In Hong Kong
1977.p. 6.
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of Hong Kong was the fourth. However, we have to note that in 19/2,
it was the-most expensive to stay overnight in Hong Kong. Although
Hong Kong's position fell from the top to the first runner-up within
this period, being displaced by Tokyo, the cost of staying overnight
in Hong Kong was still higher than that in South-east Asian tourist
centres.
Another international comparison of the cost of accommodation and
food in Hong Kong and in other major cities in the world in 1978 was
given by the latest Financial Times survey. (Table 2.22) The survey
was conducted in 66 business centres throughout the world,, and the
result was published in index form showing the comparative cost of
living in these places. It is discovered that Tokyo is the most expensive
city for staying to businessmen and tourists, but on the contrary, the
cost of living in Peking is the cheapest. Hong Kong's position is
exactly at the middle - the 33rd. Major cities at the top of Hong Kong
include Tokyo, Paris, Frankfurt, London, New York, Taipei, and Sydney
while major cities whose positions are lower than Hong Kong's are
New Delhi, Singapore, Jakarta, Kuala LumPur Vancouver, Cairo, Wellington,
Lisbon and Peking. It is found that the price of taking a taxi in
Hong Kong (before the recent raise in taxi fares) is one of the cheapest
in the world, but the cost of bed and food and beverages in Hong Kong
is higher than that in most of its competitors. The most notable
expensive item is bed and breakfast the cost of staying overnight in
Hong Kong is greater than that in Luxembourg, Taipei, Khartoum, Helsinki,
a Mntreal. although the latter five have a larger overall index.
Although foreign travellers in Hong Kong spent about sixty percent
of the total expenditure on shopping, the annual growth rate of the price
index of shopping was not high - 5.73 percent, it was even lower than
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1.25 1.34 0.971.2417.79 1.3424.21116Taipei
1.530.64 0.51 1.273.059.1533.30113Chicago
0.73 1.290.53 2.352.359.0929.90107Sydney
0.64 0.53 1.91 0.533.197.9727.74100Hong Kong
0.480.83 1.18 0.830.695.1832.1299Athens
1.111.23 1.2311.06 0.4923.34 3.0797New Delhi
0.430.84 1.221.22 1.3527.76 8.1396Tel Aviv
1.05 0.47 1.1725.00 7.01 4.67 0.7093Singapore
26.95 3.21 0.90 0.395.62 1.1293 0.32Warsaw
1.198.90 4.0723.16 0.89 1.02 1.0290Jakarta
87 20.73 3.72 0.81 0.659.30Kuala Lumpur 0.93 0.47
84 22.98 2.178.24 0-* 56 0.35Vancouver 1.30 1.95
23.75 2.9478 3.68 0.74 0.51Cairo 1.47 0.55
72 18.47 8.63 2.70Wellington 0•.35 0.40 1.35 1.62
63 21.88 1.80 0.18Karachi 0.93 1.29 1.03 0.52
48Peking 15.93 6.19 0.77 0.12 0.15 0.770.77
Note: The index is based on the sterling cost of three nights' bed and breakfast and two a la carte dinners
in a first class /international category hotel, one dinner in an average restaurant, three bottles of
house wine, one hotel lunch, two snack meals, one 5km taxi journey, half a litre of beer and five whiskies.
Source: Financial Times, Living Costs Overseas- A Guide for Businessmen. also quoted in South China Morning
Post, January 31, 1979.
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that of the implicit import price index for the same period. The price
index of tours remained relatively stable in these twelve years, for
example, it was constant 140.0 from 1969 to 1973.
2.5 The Hotel Industry
In 1957, when Hong Kong has already an important tourist destination
in the Pacific area, there were nineteen hotels in Hong Kong, with 1,489
rooms, providing accommodation to all types of tourists. Twenty years
later, in 1977, the number of hotels increased to 50, possessing 13,800
rooms and 25,948 beds. The most remarkable year of growth is 1970: more
than ten hotels were completed in that year. The growth of rooms during
the whole period was very much more significant than that of the number
of hotels for example, the number of rooms has been increased by more
than nine times in these twenty years but the number of hotels by 2.6
times only. In fact, we find that in 1970s, the number of hotels decreased
in nearly every year, but the number of rooms kept on rising. In other
words, the extension of some of the existing hotels and the replacement
of old and small hotels by modern and large ones has provided Hong Kong
more rooms for foreign visitors and local residents. At the same time,
the hotel industry was increasing its employment size to meet the demand
for more and higher standard of services of the travellers. But the
growth rate of hotel employment was not kept in pace with that of the
number of rooms, we see that the staff-room ratio actually declined
over time (1.276 in 1957 but 1.119 in 1977). The details of the develop-
ment of hotel industry is presented in Table 2.23.
If the supply of rooms is compared with the fast-growing demand,
one cannot be satisfied with the development of the hotel industry.
For example, in 1957, the industry provided about 34 rooms for every
1,000 incoming visitors, but in 1977, this ratio fell to 9 rooms per
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Table 2.23 Hotel Characteristics, 1957-77
No. of .mpioyment































Sources: Hong Kong Tourist Association, A Statistical Review of Tourism, 1977
Hong Kong Tourist Association, The Hotel Industry in Hong Kong, 1977
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1,000 visitors. One may argue that this ratio has over-exaggerated the
tension of the industry because there was a declining length of stay
of the tourists. Thus in 1966 there were 2.83 rooms per 1,000 visitor-
night when the average length of stay was 4.25 nights in 1977, the
length of stay fell to3.8 nights so that the ratio was only slightly
decreased to 2.07 rooms per 1,000 visitor-night. Nevertheless, one
can hardly be satisfied with the supply of rooms with respect to the
demand. The occupancy rate of hotels, which takes into consideration
the demand for hotel accommodation of foreign visitors and residents,
was maintained at relatively high levels in the past ten years (1968
to 1977). For all years, this rate was higher than*the world occupancy
rate. It was the highest in 1970, when an influx of visitors to Hong
Kong just before and after the Expo' 70 has pushed the rate to a new
record - 90 percent. There was an improvement in the hotel occupancy
during the world economic recession in 1974 and 1975, when we had close-
to-zero growing rate of tourist arrivals but increasing number of rooms
- because of the previous investment. In 1976 and 1977, the rate of
growth of tourist arrivals again surpassed that of supply rooms, thus
deteriorating the hotel supply situation. (Table 2.24) With the contin-
uing growth of number of tourists, it is predicted that the occupancy1
rate will rise to 90 percent in 1978 and 93 percent in 1979,.1
The above worsening situation has aroused the attention and worry
of some people in the tourist industry. The executive director of the
Hong Kong Tourist Association, Mr. John Pain, warned that the shortage
of hotel rooms might be an obstacle to the future development of the
tourism industry. After predicting that the industry might grow at a
1-1 South China Morning Post, January 2, 1979.
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Table 2.24 Occupancy of Hotels in Hong Kong, 1957-77
Rooms per 1000 Occupancy WorldRooms per













19 68 11.14 2.86 77
1969 2.639.99 87
1970 2.439 .2 7490
1971 2.779.97 84 69
Al1972 3.029.96 71
1973 2.508.76 77 72
1974 2.8310.18 71 70
1975 10.34 2.79 67 6
1976 8.56 2.19 79 70
1977 2.077.86 85
Sources: Tables 2.1, 2.23
Hong Kong Tourist Association, A Statistical Review
of Tourism.
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rate of 16 percent in 1979, he exclaimed and said, but it won r de
because it can't be. We just couldn't manage that kind of growth.
The executive director of the Hong Kong Hotels Association, Mr. W. E.
Collard, agreed with Mr. Pain and declared: There is clearly a limit
to the number of visitors we can take. 12 It may sometimes be necessary
to critisize and correct the false impression given by local and overseas
mass media that hotels in Hong Kong are full all the time, as the
chairman of the Hong Kong Hotels Association, Mr. Larry Tchou, said:
Hotels are full during April, May, October and November because of the
Canton Trade Fair ....... For most of the year more than-adequate space
is available.13 However, we have to be fully aware that an inelastic
supply tends to raise price more than quantity of tourist services
consumed as the demand is increased. Given that the demand is price
elastic, 14 the growth of revenue to the industry is more dampened the
more rigid the supply is. In other words, given the outward shift of
the demand curve, Hong Kong can expect to get more revenue from tourism
by relaxing the supply. For reference, the provisional forecast of the
supply of hotels in 1978 to 1981 made by the Hong Kong Tourist Association
is also presented in Table 2.23. 1
Tourist industry, as well as hotel industry, are commonly believed
to be labour-intensive. In Table 2.25, we examine and compare the
labour-output ratios of hotel industry and major manufacturing industries
in 1976. However, the result does not support the above belief.
12 South China Morning Post, January 2, 1979.
13South China Morning Post, March 22, 1979.
14 See section 3.2, Chapter III.
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19.47 (14)48,750.619,489.69All Manufacturing Industries
1,243.97 13.76 (19)171.11Food
61.28 386.01 15.88 (17)Beverage
16.19 438.69 3.69 (24)Tobacco
23.04( 9)12,661.382,917.30Wearing Apparel, except Knitwear Footwear
11,861.381,793.34 16.64 (16)Textile (including Knitting)
Leather Leather Products, except Footwear Wearing
190.1539.69 20.87 (12)
Apparel
29.54( 3)246.4672.80Footwear, except Rubber, Plastic Wooden Footwear
74.53 359.84 20.71 (13)Wood Cork Products, except Furniture
34.03( 2)295.23100.46Furniture Fixture, except Primarily of Metal
105.03 596.71 17.60 (15)Paper Paper Products
24.92( 6)288.70 1,158.34Printing, Publishin & Allied Industries
84.47 656.55Chemicals Chemical Products 12.87 (21)
26.94( 5)263.0770.87Rubber Products
24.79( 7)876.02 3,534.24Plastic Products
44.18 373.63Non-metallic Mineral Products 11.82 (22)
70.28 672.37Basic Metal Industries 10.45 (23)
23.91( 8)Fabricated Metal Products, except Machinery Equipment 687.00 2,873.61
Machinery, except Electrical 175.54 28.11( 4)624.58
Electrical Machinery, Apparatus Supplies 937.36 6,193.59 15.13 (18)
Transport Equipment 317.94 41.63( 1)763.80
Professional Scientific Equipment not elsewhere
224.14 1,700.03 13.18 (20)
classified, and Photographic Optical Goods
Other Manufacturing Industries 361.49 1,656.98 21.82 (11)
Figures in bracket are the ranking.
Source: Hong Kong Tourist Association, Hotel Industry in Hong Kong, 1977, p. 14
Census Statistics Department, 1976 Census of Industry, p. 12.
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Among all the industries listed in the table, hotel industry ranks the
tenth in terms of the labour-output ratio, its ratii _.i.s-only about
half of that of the highest one, the Transport Equipment. For the
latter, about 42 percent of the revenue was paid to labour, but only
22 percent of the revenue of the hotel industry was the labour share.
Other labour-intensive industries include Furniture Fixture, Footwear,
Machinery (except electrical), and Rubber products.
2.6 Assets of Hong Kong Tourist Industry
Hong Kong is one of the famous tourist attractions in the world
one would be astonished by her significant achievement in terms of the
tourism revenue-despite its disproportionately small area and population.
In our opinion, the past success and the potential for future development
of Hong Kong tourism can be explained in terms of the following assets
of the tourist industry:




(v) things to do, see and buy
(vi) relations with and attitudes towards tourists
vii) roads, utilities and other services
For Hong Kong is located at an important point in the South-east
Asia. It is at the south door of Mainland China many visitors view
Hong Kong as the entrance to China - consequently, the two busy seasons
of the local tourism are coincident with the Canton Trade Fairs.
Hong Kong is also at the meeting point of the north (Japan, Taiwan) -
south (Australia) and the west (Europe, Thailand, Singapore) - east
(U.S.A., South America) routes, so that it pulls visitors from nearly
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every part of the world. Its climate is favourable for a tour here.
Although Hong Kong experiences cold and dry winter but hot and humid
summer, spring and particularly autumn are undoubtedly the two seasons
attractive to foreign visitors for making a trip to Hong Kong - temperature
is moderate, very often with clear and blue sky, though one may meet
rain and fog in spring and tropical cyclones in autumn. Hong Kong is
composed of islands and a peninsul- there are a lot of beautiful
beaches equipped with toilets, showers, changing rooms and utilities -
most of these beaches indeed rank amongst the best beaches in the world.
The Kai Tak Airport in Hong Kong is one of the best,' and the
busiest, airport in the world, passenger traffic in '1977 totalling a
record 4,899,000, of which about 65 percent were tourists.15 Since
over ninety percent of the tourists come here by air, it is obvious
that the development of the tourist industry relies heavily on the
facilities of aviation in Hong Kong. The passenger handling capacity
in 1977 was 4,500 people an hour on completion of the improvement
programme in late 1979, it is expected that the capacity will be further
increased to 5,500 people an hour.16 Victoria Harbour - one of the
most perfect natural harbours in the world - serves many ocean-going
vessels each year, and Hong Kong is well-linked with Macau with jetfoils,
hydrofoils and traditional ferries - increasing number of international
visitors coming to Hong Kong spend one or two days in Macau.
International visitors arriving Hong Kong can find all types of
accommodations, ranging from the world's first-class hotels to economy-
class guest houses and hostels. Facilities in these accommodations
15Hong Kong Government, Annual Report, 1978, p. 150.
16Ibid., p. 151
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vary according to the charges, but most hotels are equipped with
restaurants serving Chinese and Continental food, nightclub, bar,
coffee shop, colour TV and telephone in all rooms, and some hotels also
have swimming pool, shopping arcade and conference facilities.
The price of tourist services in Hong Kong is below the world's
average. Comparatively, it is more expensive to stay overnight here,
but the shopping articles are nearly the cheapest, if not the cheapest
in the world.
Hong Kong is a mix of the East and the West,, the Old and the New.
Tourists can find a lot of wonderful things to do and to 'see. For
example, a tourist can enjoy in a nightclub or a discotheque, or attend
a concert at the City Hall or day/night horse racing, and on the other
hand, he can also watch an excerpt from a Chinese Opera or a Kung-Fu
demonstration. Buddhist and Taoist temples, walled villages in the
New Territories, and the Han Tomb of Lei Cheng Uk are ancient Chinese
symbols, whereas sky-scrapers, the Ocean Terminal, and the Plover Cove
Reservoir are modern western construction. Moreover, the Ocean Park,
the Victoria Harbour, the Victoria Peak, the Lok Ma Chau border post,
Food Street, floating restaurants at Sha Tin and Aberdeen are Hong Kong's
peculiarities and world-wide famours tourists attractions. Because of
the cheapness and large variety of shopping articles available for sale
to foreign tourists, Hong Kong is widely known as the 'shopping paradise'
Many foreigners visiting Japan or South-east Asian countries would like
to have a short stay in Hong Kong, primarily for shopping. That more
than sixty percent of the tourist dollar spent here goes for purchase
17Hong Kong Tourist Association Ordinance - Subsidiary Legislation,
Laws of Hong Kong, Chapter 302, Section 7.
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is perhaps the world's record
That Hong Kong people are generally friendly and helpful is an
important asset of the tourist industry. The Hong Kong Tourist Association
has long recognised this poont and efforts have been made in improving
the standard of services rendered to the tourists. Guides might be
the people with whom the tourists are in close contact during their
stay in Hong Kong, so that in 1961, the Tourist Association took the
responsibility for registering qualified guides and the members of the
Association are required to 'employ for the pu-poses of their business
only such guides as are registered as being affiliated to'the Association'. 17
Various training courses and refreshing programmes are organised for
he guides and administrative and managerial personnel of the hotels,
and in 1974, a courtesy programme was launched by the Association with
emphasis on education and incentives to improve standards and attitudes
among employees in the industry. Hong Kong is an important trading
port in the world and is closely related with many countries. Every
year, more than twenty percent of the tourists come here for the purpose
of business and meeting.
Although the traffic is congested in some urban area, espedially
during peak hours, domestic transport is in general convenient to tourist
for making trip around Hong Kong. Facilitated with over one thousand
kilometers high standard roads, four road tunnels (two Lion Rock Tunnels,
the cross-harbour tunnel and the Kai Tak Tunnel), and all means of
transports (private cars, tour coaches, buses, railway, tram, ferries
and other public means), tourists can easily and comfortably reach most
parts of Hong Kong.
17Hong Kong Tourist Association Ordinance - Subsidiary Legislation,
Laws of Hong Kong, Chapter 302, Section 7.
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The services of the Hong Kong Tourist Association provided to
international tourists in Hong Kong are of great help to them. The
Association presently opens five information centres, and issues a
number of publications to the tourists, including a range of twelve
information leaflets, a guidebook, maps and many special publications-
some of which have been translated into Japanese, Chinese, German,




3.1 A Theory of Demand for Tourism
Economists studying the economic impacts of tourism are having
increasing concerns on the foreign demand for the home tourist services.
Their studies are mainly concentrated on the determinants of the demand
and some are even extended to include a forecast of the demand in the
coming periods*of time. By examining the relation of the demand for
tourism with some other variables we can know how the revenue from
tourism depends on foreign economies and what policies the local govern-
ment should take to vary the level of some endogenous variables in
order to increase the revenue from tourism. This is particularly
important to those countries (Hong Kong is an example) which is com-
paratively highly dependent on the receipts from tourism as an important
source of foreign exchange. A forecast of the future demand for tourism
tells us what amount of receipts from tourism we can expect to have
in the coming years. These receipts bring revenue to the government
(mainly in the form of tax) and to the private sector (in the form of
factors income). Since tourism is linked with other sectors of the
economy, the forecast of demand is thus an important indicator to both
the public and private sectors in making plans ahead of allocation of
resources to minimize the bottlenecks and distortion in some markets
due to time-lag and inefficiency in the flow of information, The
purpose'of this chapter is to study the demand for Hong Kong tourist
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services of residents in foreign countries, using time-series and cross-
section data, and to make forecast of the future demand.
The methodology used in this chapter in analysing the determinants
of demand for tourism follows the traditional theory of demand for a
commodity. We formulate the demand for tourism, D, as a function of
some other variables, X1, X2, X3,......., and determine how they affect
the level of tourist demand. In mathematical terms, the demand function
can be expressed as (3. 1).
(3. 1)
The adoption of the traditional demand theory has the advantage that
it usually allows us to estimate the quantitative relationship between
the dependent variable and independent variables by some. econometric
techniques once we know the functional form of expression (3.1). But
it simultaneously brings some drawbacks here. Since tourism consists
mainly of different types of services and is of 'multi-product' nature,
it is not so easy to express the demand for tourism in some quantity
term as we do with the demand,for a commodity such as car (in unit)
or rice (in catty). Second, the determinants of demand for tourism are
numerous and many of them are variables in foreign countries so that
their future values are difficult to predict.
There are three common alternatives in expressing the demand for
tourism (i) the number of tourists (ii) the total tourist expenditure
(iii) the per capita tourist expenditure, These three quantities are
interrelated because the total tourist expenditure is the product of
the number of tourists and the per capita tourist expenditure. Thus
it is possible to analyse any two of them and the values and function
of the third can be obtained from those of the first two, Of course all
of them can be analysed at the same time for the purpose of checking
D = f(x1, x2,x3,
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but in this case we have to be very careful in the specification of the
functional forms. The number of travellers is equivalent to the number
of consumers and it is not necessarily directly related with the
amount of tourist services consumed unless we assume that the amount
of services consumed by each tourist is uniform. The total tourist
expenditure is the sum of values (the product of price and quantity)
of each type of services consumed by the travellers. It is not a
quantity. The per capita expenditure reflects the average price of
one visit and it is closer to the price of tourism than to the quantity
of tourism. The use of per capita expenditure as the dependent variable
leads to one more problem due to the fact that the.per capita expendi-
ture of tourists from developed countries usually declines as'the
national income grows. This phenomenon is contradictory to the common
assumption that tourism is a luxury good, Thus due to the complicated
and heterogeneous nature of tourism, it is difficult to say which
variable is the best when chosen as the dependent variable of demand
for tourism. The selection of dependent variable depends on the objective
of the analysis. In this chapter the number of travellers and the total
tourist expenditure are separately chosen as the dependent variable,
partly because these data are available, and partly because they are
the variables we are mostly interested in.
The income or disposable income of consumers or of the country as
a whole is one of the most important independent variables, On the''a
priori' ground that tourism is a luxury good, it must be income eleastic
so that it grows at a faster rate than the income does. Thus the rate'
of growth of world travel receipts was .12 percent per annum between
1950 and 1963 when world national incomes grew at an average rate of
only 6 percent per annum over the same period (an income elasticity
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of about 2.0).1 However, the relation between income and demand for
tourism is complicated and dependent on some other factors so that it
is not easy to explain it. At the microeconomic level, a consumer
would face two decisions regarding to travelling abroad: (i) the deci-
sion whether to go abroad (ii) the decision as how much to spend.
Tourism is of the type of product which a consumer has to go to other
countries and spend some time there to consume. Thus there is a minimum
cost of travelling, in terms of money and time. Because of this charac-
teristic of tourism, it is only available to those who have income
(or wealth) and time above a certain level. For others who do not
possess this qualification (money and time), the demand for tourism
would be zero. Diagrammatically, the relation between the demand for
tourism (e.g. in terms of expenditure of travelling abroad within a







Figure 3.1 Relation Between the Demand for Tourism and Household Income
-1International Union of Official Tourist Organization, Study on
the Economic Impact'of Tourism on National Economies and International
Trade, Geneva, 1966, p. 15 also in Gray (1970), p.52.
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Figure 3.1 shows that the demand for tourism is at absolute zero
when the household income is below the critical level Y*. It jumps
sharply to a certain level when the income is equal to the critical
value and then rises up as the income increases. Basing on the hypo-
thesis that tourism is a luxury good, we would expect that the marginal
propensity to travel is less than unity but greater than the average
propensity to travel.
At the macroeconomic level, we may express the demand for tourism
in terms of either tourist expenditure or number of tourists. The
total tourist expenditure is the sum of the expenditure of those who
travel abroad and the number of tourists is the sum of these people.
Thus the aggregate demand for tourism, expressed 'in either of*these two
ways, depends on, among other things,the income of all households which
are in turn function of the disposable income of the country. Thus dis-
posable income is evidently an important determinant of the aggregate
demand. But the effect of the disposable income on tourist expenditure
will be different from that on the number of outgoing tourists. When
the disposable income of the economy increases as a result of pros-
perity, more and more people will get an income equal to or even
greater than the critical level, Y*, in their own demand function so
that they may decide to go out of have a tour in foreign coutnries.2
The total tourist expenditure will rise up because of these new members
of the 'club of travellers', and it is further increased when those
people who have already decided to travel spend more because of an
increase in their own household income. On the same 'a priori' ground
2Of course, whether the consumer has indeed travelled depends on
other factors as well, such as the amount of free time available, the
regulations governing the application for going out the home country
and for entering a foreign country, etc.
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that tourism is a luxury good, we expect that both the number of tourists
and the tourist expenditure are income elastic. But the effect of income
on the per capita expenditure of the tourists is not so straight-forward
it may be positive or negative, depending on how the number of travellers
and the total expenditure are affected by the rise of income. We may
express the rate of change of per capita expenditure with respect to the
income by (3.2) :
(3.2)
where E is the total tourist expenditure, T the number of travellers,
and Y the income. We decompose the change of per capita expenditure per
one dollar increase in income into three parts. For the numerator on the
right hand side of equation (3.2), the first term, aE/aY, is the marginal
propensity to spend on travelling of the existing tourists and is
obviously positive. The term DE/9T, which is called the marginal tourist
expenditure here, is the expenditure of the last tourist. If the mar-
ginal tourist expenditure is greater than the average tourist expenditure
E/T, then obviously from expression (3.2), an increase in income will
lead to a greater per capita expenditure. But it is more likely that the
marginal tourist expenditure is less than the average tourist expenditure
because the increase in income appears to induce more tourists from the
lower income groups who cannot afford to go abroad at a too low level
of income. The expression aE/ aT - E/T would probably be negative. Thus
the per capita expenditure will increase as income grows if aE/DY is
greater than ( 3E/DT - E/T )dT/dY, i.e., if the effect of the increase
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in expenditure of the present tourists when they get richer outweighs
the effect of the fact that the new travellers usually spend less than
the average expenditure. Expression (3.2) can be rewritten in terms of
income elasticities, n.
(3. 3)
Thus the income elasticity of per capita expenditure is the difference
between the income elasticity of total expenditure and that of the
number of tourists and its sign will depend on the values of the latter
two income elasticities.
The above analysis obviously over-simplifies the effect of income
on tourist expenditure and the number of tourists. At the microeconomic
level, although the basic cost of going out for tourism in terms of
money and time remains approximately constant in the short-run,3 the
critical income level Y* below which the demand for tourism is zero
varies for different households in different time. This critical income
for a particular consumer depends on its propensity to travel, time
available and health condition, means of transportation, and even on
how he is affected by the travelling experience of his friends and
relatives (the so-called demonstration effect). At the macroeconomic
level, our concern is not only on the growth of the national income or
per capita national income but also on how the income is distributed among
the citizens. We would expect that for a more even distribution of
3Of course, this basic cost differs when going to different countries,
but for the tourists going out for the first time, they usually prefer
and can afford to go to the neighbouring countries.
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income (and wealth), the effect of an increase in income will tend to
be greater on the number of tourists than on the total expenditure.
Similarly the increase in income will contribute more to the number of
travellers than to their tourist expenditure if there exists a govern-
ment restriction on the maximum amount of money for travelling a tourist
can bring out of the country. In these cases, the income elasticity of
per capita expenditure would be less than unity, or even negative.
Given the utility function and the objective of utility maximization
under the constraint of a given budget of a rational consumer, the
demand for tourism depends on the prices of the commodities and services
in his consumption basket. Since we are comparing the prices of goods
and services in different countries using different currencies, we have
to take into account the effect of exchange rate. One way to do this is
to convert all prices into one common international currency (usually
the U. S. dollar). For example, the price of the commodity and service
'i' in U.S. dollar, P., can be expressed as:
(3.4)
where Pij is the price of the commodity or service 'i' in currency 'j'
and F. is the price of currency 'j' in terms of the U.S. dollar. Very
often in time-series analysis, Pi, Pij and F. are all expressed in an
index form with a common base year. For the sake of convenience, the
demand function is simplified by assuming it to be homogeneous of degree
zero with respect to prices so that only relative prices enter the
demand function. The relative prices can be expressed with the price of
international tourism as the numeraire. If we further assume that the
cross-elasticity between the demand for tourism and the demand for
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other consumption goods, with the exception of domestic tourism, is
counld be excluded from the demand/zero, the price of other goods
equation. Thus the only price term in the demand function is PT/PL
where PT is the price of overseas travel in U.S. dollar and PLis the
price of domestic travel, also in U.S. dollar. For different purposes
of analysis, we have different modified forms of relative price variable
(1) If we want to study the travelling in one country of the residents
of a particular country, we have to add in one more variable, i.e., the
price of tourism in this country to that in the competing countries,
in order to take into account the substitution effect between travelling
in these countries. (2) When we consider the overseas travelling of the
local residents in the home country, PT will be the weighted average
of the price of tourism in all countries of destination. (3) When we
analyse the expenditure of tourists in one country of the residents
from different countries of origin, as we shall do later, PL will be
the weighted average of the price of domestic travelling in these
countries of origin. (4) In the case of cross-sectional study on the
international demand for the tourist service in a country, which we
shall try in Section 3.3 of this chapter, PL is the price of domestic
travel of the country concerned.
Sometimes, economists are interested in singling out the effect
of change of exchange rate, especially in time-series analysis.4 For
example, in case (3) above in which we want to study the demand for
the tourist services of one country of different countries of origin,
the relative price variable is defined as:
(3.5)
For example, see Artus (1972).
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where PTj is the price of tourist services in country 'j' in local
currency, P i is the local currency price of domestic tourism in the
country of origin 'i', F. 1 is the price of currency 'i' in U.S. dollar,
and 0 . is a suitable weight for the country ' j ' . The relative price
variable may be approximated as:
(3.6)
Then the local currency relative price variable, PTC, and the exchange
rate variable, R, enter the demand function as two separate variables.
The ground of reasoning for this approximation is that while the
tourists are well informed of the exchange rate between the local
currency and the foreign currencies, they would not know exactly the
price of goods and services in the foreign country until they arrive
there.
Since tourism requires the travelling of a consumer from his
home to a distinct place, the payment for international transports
should be included as part of the cost of a tour. Very often, a consi-
derable portion of the total expenditure of a tour is paid for inter-
national transportation and thus this amount of payment cannot simplily
be neglected. One straight-forward way to deal with it is to express
the price of (international and domestic) travel in index form as the
weighted average of the price of tourist services and the transportation
cost.5 One empirical problem of this method is the difficulty in
choosing suitable weights. Thus some economists neglected the cost of
domestic transports and included the cost of round (or single) trip
travelling between home country and the country of destination as a
variable in the demand function. In this case PT and PL are only the
Z) For example, see Artus (1972).
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price of tourist services in the foreign country and home country
respectively.6 Although this method has the advantage that the effect
of the change of transportation cost on the demand for tourism can be
separately examined, it brings in some empirical problems. First, it
might be difficult to get a complete series of the cost by different
modes of transportation between the home country and the countries of
destination. Even if such data exist, 'one would need a highly sophis-
ticated weighted system to account for both charges on different modes
of travel and different charges on similar modes.'7 Second, after we
have used a suitable index or simply used a time trend to reflect the
change of transportation over time, it is usually found that this
variable is highly correlated with the income and'other variables.
Thus many authors preferred to reject the inclusion of any form of
travel cost variable in the time-series analysis.8
In the analysis of the number of tourists, the size of population
in the country of origin is believed to be an important determinant.
There are several methods to incorporate the population in the home
country into the demand function for tourism. First, we can express
the dependent variable as the visitor rate of the origin country which
is defined as the ratio of the total number of travellers to the total
population. Second, we include in the demand function a population
variable which places different weights on different age categories.
Alternatively, for simplicity and to a good approximation, we assume
6Examples are Gray (1966) and Diamond (1977).
7K. Barry and J. O'Hagan, An Econometric Study of British Tourist
Expenditure in Ireland, Economic and Social Review, 5 (January, 1972),
quoted in Archer (1976), p. 39.
8Examples are Artus (1970) and Kwack (1972).
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that the population is homogeneous so that equal weights are placed to
different age groups.9
The above analysis is not a complete theory of the demand for
tourism, but it does emphasize the complexity of the theory and the
theoretical and empirical problems one would meet in the study of the
demand for tourism. Some methods have been suggested to overcome some
of these problems. But the biggest problem might be that there is a
long list of independent variables in the demand function for tourism.
We have discussed some of these variables above, but it is believed
that the variables not discussed are more, including the government
policies towards the outgoing or incoming tourists in the countries
concerned, the general health condition of the residents, the'whether
conditions, the tastes and attitudes of the residents towards travelling
abroad, their general knowledge of the world, and also an important
variable in most cases, namely, the promotion work and advertisement
in the country of origin of private or government agencies of the
country of destination. The problem with some of these variables is
that of the lack of sufficient data. Some of the variables are quanti-
tative ones and may be directly measured, but some are qualitative
variables so that they can hardly be represented by some numbers and
be analysed in quantitative studies. But many of them are variables in
foreign countries and their accurate past values can hardly be obtained.
Therefore for practical purposes, some assumptions and simplification
are usually made to suit different objectives of different studies.
3.2 A Time-series Analysis on the Demand for Hong Kong Tourism
3.2.1 The Model
The theory in last section provides us a framework for the
9See Diamond (1977)
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analysis of the demand for Hong Kong tourist services. We shall use
the framework to study the past behaviour and important determinants
of the number of tourists arriving Hong Kong and their expenditure,
and then basing on the results obtained, to make a forecast of the
future values of these two variables when one or more of the determi-
nants are changed by some exogenous forces. The estimated per capita
expenditure will be obtained from the estimated values from the tourist
arrivals and the total tourist expenditure. The models we suggest
nrP
(3.7)ET = f ( YC, PTC, R. DVT, T, u )
TA -= g ( YCN, PTC, R, DVT, NC, T, q' ) (3.8)
where
ET = tourist expenditure, billions of 1966 Hong Kong dollars
TA = tourist arrivals, millions
YC = = index of real national income of the countries
of origin, 1966 = 1.0
YCN = = index of real per capita national income
of the countries of origin, 1966 = 1.0
NC = = index of the population of the countries of
origin, 1966 = 1.0
PT(' = PT/P = index of 1 Heal crrencv relative nrices _ 1966 = 1.0
PC = = index of the price of domestic tourism in the
countries of origin, ivoo i.u
R = = index of foreign exchange rate of Hong
Kong dollar, expressed as the price of Hong Kong dollaz
in terms of the currencies of the tourist generating
countries. 1966 = 1.0
Y. = index of the real national income of the origin country
'i' .1966 = 1.0
P = index of local currency price of domestic tourism in
1 origin country '1', 1966 = 1.0
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Ni = index of the population of origin country 'i', 1966 = 1.0
Fi = index of the price of currency 'i' in terms of U.S.
dollar, 1966=1.0
oi = the weight of origin country 'i', being the share of its
tourist expenditure in the total expenditure of all the
selected countries of origin in Hong Kong in 1966
PT = tourist price index in Hong Kong, in Hong Kong dollar,
1966 = 1.0
FHK = index of price of Hong Kong dollar in U.S. dollar, 1966 = 1.0
DVT) = change of volume of trade, billions of 1966 Hong Kong
dollar
F = time trend, 1962 = 1.0
u, u' = stochastic disturbance term
The study includes twelve tourist generating countries, the
tourist expenditure of which altogether is 79 percent of the total
receipts from tourism of Hong Kong in 1966. The weight of each origin
country is obtained from the 1966 survey of tourist expenditure carried
out by the Hong Kong Tourist Association. 10 Because the data of dis-
posable income of all origin countries are not completely available,
national income and thus per capita national income are used as the
income variable in equations (3.7) and (3.8). The income values should
be deflated to become a real term and for simplicity consumer price
index is used as the deflator. Since we do not get any data of the
price of domestic tourism in these tourist generating countries, the
consumer price indices are used as proxy the local currency price
index. The exchange rate variable, R, is expressed as the price of
Hong Kong dollar in terms of the foreign currencies so that we expect
that both the number of tourists and the tourist expenditure in Hong
10Hong Kong Tourist Association, The Tourist Industry in Hong
Kong. 1966.
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Kong are discouraged by a rise in R. This formulation thus facilitates
the evaluation on the effect of change of exchange rate to the demand
for tourism. To explain the tourist arrivals, we add in (3.8) one more
variable, NC, to take into account the effect of population in the
origin countris. Equal weights are given to different age categories
because of the assumption of homogeneous population in these countries.
The time trend, T, is included to explain those long-run effects, such
as the change of transportation cost, the change of taste, some
gradual change of the policies concerning the visa and passport appli-
cation and exchange control, and so on which change slowly with time.
From the published statistics of the tourists, it is noticed that in
the past few years quite a large proportion of the tourists came here
for business purpose. 11 Since no sufficient data about the business
travel (the number of these visitors and their expenditure) are J
available, no attempt could be made to have a separate time-series
analysis on it. We just add one explanatory variable to take the
account for the business travel in the demand equations (3.7) and (3.8)
We believe that visitors come here for the purpose of business are
correlated with the volume of trade between Hong Kong and the countries
of origin therefore the explanatory variable we use to explain the
arrivals and expenditure of business visitors is the first difference
of the volume of visible and invisible trades of Hong Kong. The absolute
level of trade volume cannot be used because of its high degree of
correlation with the income variable.
The objective of utility maximisation and the budget constraint
of the tourists leads to the existence of the 'income effect' and
11 The percentages of business visitors in the total tourist arrivals
in 1975, 1976 and 1977 are respectively 19, 21 and 19 percent.
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the 'substitution effect' as the price of one of the commodities in
the utility function of the tourists changes relatively to other prices
The specification of the models in equations (3.7) and (3.8) implies
the negligence of that part of the substitution effect involving the
choice of consumption between travelling and other commodities and
services, and that between travelling to Hong,-Kong and travelling to
other countries. Part of the reason of this negligence is due to the
lack of data.
The functional form of the models assumed are:
In ET = a + b In YC + c In PTC + d In R
+ e DVT + f D3 + g D4• + h T + u (3.9)
In TA = a' + b' In YCN + c' In PTC + d' In NC
+ e' In R + f' DVT + a' D3 + h' D4
+ i' T + u' (3.10)
In (3.9) and (3.10), there are two dummy variables, D3 and D4.
D3 is added to take into account the political riot and the subse-
quent adverse effect in 1966-68. D4 is used to explain the sudden
jump in the number of visitors and tourist expenditure in 1970 when
the Expo' 70 was held in Japan.
Before the estimation, we would like to say a few words on the
effect of the development and expansion of tourism in China to the
tourism in Hong Kong. While many people,12 including the present author,
incline to believe that the high priority being placed on tourism by
China may well attract many more visitors to pass through Hong Kong,
12For example, D.K.Newbigging, Chairman's Statement, Hong Kong
Tourist Association, Annual Report, 1977/78, p. 4 J.D.McGregor,
Director's Viewpoint: Tourism - China, Hong Kong and the Ground
Floor, The Bulletin,. (October, 1978) : 3.
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no attempt has been made to incorporate this factor in the above
demand equations. The main reason for neglecting it is becasue we are
lack of sufficient data to make a thorough study and a reliable fore-
cast. Moreover, this factor is presently only a minor one, and it is
unlikely that it would turn out to be a very significant one in the
near future. First, the tourist arrivals by land (i.e., through China)
in the past few years was only a small fraction of the total arrivals -
about 2.9 percent, and this fraction remained fairly constant. Even
if we multiply this figure by two in order to include those visitors
who entered China through Hong Kong, the number is just -slightly
above five percent. Second, it was disclosed officially by the Director
of the China Travel and Tourism Burean, Mr. Lu Hsu-chang, that
130,000 foreigners visited China in 1978.13 This number is about six
percent of the total tourist arrivals in Hong Kong in that year, but
we are anxious in knowing how many of these visitors have passed
through Hong Kong in their way to and/or from China. Third, for
those visitors who stopped at Hong Kong after they have left or
before they entered China, we do not get any detailed information on
their expenditure patterns, length of stay, and so on but some
people hold the view that they stay shorter and spend less than the
average visitor. Fourth,from the revealed information, it is observed
that some facilities in China for entertaining visitors are presently
not sufficient in quantity and not up to the required standard, and
it is believed that the number of visitors to China would not
enormously be increased unless more high-standard hotels, means of
transport, translators and guides, supply of food and other products
13South China Morning Post, December 16, 1978.
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are available in the future.
As long as there are some factors which affect only the supply of
but not the demand for tourism, equations (3.9) and (3.10) are all
identified and can be estimated by ordinary least-squares method. The
time-series runs from 1962 to 1977.
3.2.2 The Results
Since the time trend variable, T, is highly correlated with
variables such as YC, YCN and NC, it is dropped from both equations
in the estimation. It is also found that coefficients e', f' and g'
are all insignificant. Therefore the resulting estimated equations
are:
In ET = -0.13064 + 1.75007 In YC - 1.38769 In PTC
(-4.2474) (14.5134) (-3.2692)
- 1.03697 In R + 0.00967 DVT - 0.22615 D3
(-3.4436) (1.5380) (-5.6197)
+ 0.19677 D4 (3.11)
(3.4709)
R2 = 0.9891 Se = 0.0507 D-W = 2.6054
In TA = -0.70283 + 2.44214 In YCN - 0.37263 In PTC
(-40.0071) (2.9589) (-0.9560)
+ 2.71680 In NC + 0.12437 D4 (3.12)
(1.3639) (2.6199)
D-W = 1.3090Se = 0.0458R2 = 0.9956
Note: Numbers in parentheses are t-values.
R2 is the coefficient of determination.
Se is the estimated standard error of the residual term.
D-W is the Durbin Watson statistic.
Both the tourist expenditure and the tourist arrivals are sensi-
tive to income. For every one percent increase in national income of
these tourist generating countries. there will be respectively 1.75
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Table 3.1 Income Elasticity of Tourism in Selected Countries
OriginIncome Destination
Elasticity Source Country Country Remarks
2.24 USA Canada(1)
1.30 USA(1) Canada
World2)1.20 - 1.25 USA
Hawaii0.96 - 1.07 USA(3)




Wnrl(I1.74 - 2.17 W. Germany(6)
Ranging from 1.36 forWorldEurope1.36 - 3.84 (7)
Switzerland to 3.84 for
Austria. The average is
2.30.
WorldU. K.1.70 (8)
IrelandU.K.1.05 - 1.25 (9)
WorldU. K.lU)1.66
Sources: (1) Gray (1966) (2) Kwack (1972) (3) Bechdolt (1973)
(4) Bond Ladman (1972) (5) Jud Joseph (1974)
(6) Artus (1970) (7) Artus (1972) (8) Oliver (1971)
(9) Blackwell (197,0) (10) Barry F O'Hagan (1972)
French franc in August, 1957 and again in December, 1958 (the dollar
rate being changed from 350 to 494 francs) has led to a significant
increase in the tourist receipts. The growth rate of the receipts
from tourism before the devaluation was 37.8 percent for the period
from 1952-54 to 1955-57. After the devaluation the growth rate jumped
to 76.0 percent for an equal length of period, giving an acceleration
of 38.2 percent. At the same time, the keenest rival (Italy), all
close competitors and Europe (except France) all got a deceleration
ranging from 19.1 percent to 37.2 percent. The results were similar
for Canada (who devalued the Canadian dollar by means of a gradual
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percent and 2.44 percent increase in the tourist expenditure and the
number of incoming visitors in Hong Kong. This supports the hypothesis/
that tourism is a luxury good. For comparison, we list in Table 3.1
the income elasticity of tourist expenditure in selected countries.
It is found that the income elasticity ranges widely for visitors
from different countries to different tourist centres. The highest
figure is for American people visiting Hawaii. In most cases, the
income elasticity is greater than unity showing that tourist expenditure
abroad grows faster than the national (or disposable) income does.
The effect of local currency price to the tourist expenditure is
much greater than that to the tourist arrivals. The.local currency
price elasticity of tourist expenditure is -1.39 but that of tourist
arrivals is only -0.37. The latter is not significant at the ten
percent level of significance but we did retain it in the equation
because we believe that it is an important determinant. The price
elasticities of tourist expenditure in selected countries found by
some economists are given in Table 3.2. However, we have to be cautious
that the price elasticity estimates obtained in various studies are
not all comparable primarily because of differences in the methods
used to express the variable and in the data used to represent it.
Tourism is generally believed to be sensitive to the rate of
exchange between the currencies of the origin country and the destina.
tion country. In Hong Kong, it is found that an increase (decrease)
in the exchange rate of Hong Kong dollar with respect to foreign
currencies tends to reduce (raise) the tourist receipts of Hong Kong
by approximately the same proportion. The sensitivity of tourist receipts
to exchange rate was also discovered and concluded by some other
economists. For example, Gerakis observed that the devaluation of
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Table 3.2 Relative Price Elasticity of Tourist
Expenditure in Selected Countries
Price Origin Destination
Elasticity Source Country Country Remarks
-1.62- -2.20 World W. Germany(1)
-0.14 - -5.09




-0.37 for SwedenWorld Europe(2)
-4.95 for Netherland
-1.36 - -1.57 Wnr1cdUSA(3)
World USA2. 83 - - 3. 02 (3)
Sources: (1) - Artus (1970) (2) Artus (1972) (3) Kwack (1972)




There was no relative-1.21 - -2.71 WorldUSA(1)
price variable in theCanada
equations.
-1.19 for Switzerland-1.19 - -7.63 WorldEurope(2)
-7.63 for Italy
average = -3.58
Sources: (1) Gray (19 66) (2) Artus (1970)
process initiated early in 1960), Yugoslavia (who devalued the
Yugoslar dinar by two steps in February, 1961 and January, 1962),
and Spain. (who devalued the Spanish peseta in July, 1959). On the
other hand, revaluation of local currency with respect to other cur-
rencies will produce the opposite effect on the tourist account.
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For example, when Germany lowered the dollar rate from 4.2 to 4.0
deutsche marks in March, 1961, it suffered from a decrease of the
growth rate of the tourist receipts from 27.0 percent (1955-57 to
1958-60) to 19.5 percent (1958-60 to 1961-63). while its keenest rival
(Switzerland), close competitors and Europe (except Germany) all enjoyed'
a positive acceleration of the tourist receipts.14 For a quantitative
comparison with the case of Hong Kong, we displace in Table 3.3 the
exchange-rate elasticity for some other countries obtained by econometric
method.
While a rise in the exchange rate of the destinatiop country would
hurt the tourist receipts, it does not seem to.have effect on the
number of international visitors. The estimated parameter of the exchange-
rate variable in the tourist-arrival demand equation has the wrong sign
and thus we have deleted the variable from the equation. This suggest
that a rise in the Hong Kong dollar with respect to foreign currencies
would have little effect on the tourists from coming to Hong Kong but
the tourists would spend less in Hong Kong dollar when they discover
that they can get less Hong Kong dollar with a fixed sum of their
own currency.
A characteristic feature of the present model is the inclusion of
a trade-volume variable in the equations in explaining the business
tours. An increase in the change in trade volume would induce a higher
expenditure of the business tourist but seems to have no effect on the
number of incoming tourists.
To study the effect of population in the origin countries on the
tourist arrivals, let us assume that the per capita income variable
14Gerakis (1965).
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is approximated as the ratio of income variable to population variable,
i.e.,
(3.13)
Thus the tourist arrivals equation can be rearranged as:
In TA = -0.70283 + 2.44214 in YC - 0.37263 In PTC
+ 0.27466 In NC + 0.12437 D4 (3.14)
Equation (3.14) shows that the effect of population in the origin
countries on the out-going tourists is not very high, the population
elasticity being 0.275.
Basing on the simplification shown by (3.13), we subtract equation
(3.14) from equation (3.11) to get the equation of per capita expendi-
cure,which is given by
In ETN = 0.57219 - 0.69207 in YC - 1.01506 in PTC
- 1.0369'7 In R + 0.00967 DVT - 0.27466 In NC
(3. 15)- 0.22615 D3 + 0.07240 D4
In (3.1S) the income elasticity of the per capita expenditure of
the tourists is negative. This shows that when the residents in the
tourist generating countries are getting more affluent the number of
visitors coming to Hong Kong is growing faster than their total
expenditure here. The per capita expenditure is price elastic. An
increase in the local currency price ratio or in the exchange rate of
Hong Kong would reduce the expenditure of the average tourist by
approximately the same proportion. Since the population in the origin
countries has a positive effect on the nuirber of visitors travelling
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to Hong Kong but virtually no effect on their total expenditure, the
per capita expenditure would decline as the population grows up. How-
ever this decline in the per capita expenditure would be at least
partly offset if the trading relation of Hong Kong with these
origin countries (in terms of the volume of trade) grows faster and
faster.
The political riot is 1967 has discouraged the expenditure of
the incoming tourists, but its effect on the number of international
visitors was not statistically significant. On the other hand, the
Expo' 70 has definitely caused a sharp rise in both the number of
tourist arrivals and tourist expenditure in that year possibly many
tourists from the world spent a few days visiting Hong Kong before
or after they attended the Expo'70 in Japan. To have a quantitative
assesment on the contribution of this event to tourism in Hong Kong,
we compare the estimated values of tourist arrivals and tourist ex-
penditure in 1970 obtained from equations (3.11) and (3.12) when the
dummy variable D4 takes the value (a) unity - the effect of the
Expo'70 is included (b) zero - the effect of the Expo'70 is excluded.
The result is given in Table 3.4.It is discovered that the estimated
values of tourist expenditure and tourist arrivals in 1970 in the
presence of the Expo'70 were respectively $1.4780 Bn and 0.9273 Mn
but should the event have not been held, the expenditure and arrivals would
fall to $1.2142 Bn and 0.8187 respectively. Therefore the Expo'70 has
contributed $263.8 Mn of tourist revenue and 108.6 thousand incoming
visitors to Hong Kong, which are respectively 17.8 percent and 11.7
percent of the historical values.
In order to evalute the models above, we plot the actual and
estimated values of tourist expenditure and tourist arrivals in
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Figures 3.2 and 3.3.
3.2.3 Analysis of Possible Bias
Before we can take the results of the above models seriously, we
have to consider the bias of the parameters that might arise in the
estimation. Part of these biases may be due to the insufficient data
that we got and part of these may be due to the simplification of the
models. First of all, we have used the national income instead of the
disposable income of the origin countries. Because of the functional
form of the two demand equations (3.11) and (3.12), the bias would not
be too serious if the disposable income is always approximately a
constant proportion of the national income. In this case, the, constant
term will be changed but the income elasticity would remain approximately
the same.
Another source of bias is the use of consumer price indices as
proxy variables for local currency prices of travel services, and as
proxy variables for the deflators of the national income. Thus both the
national income variable, which is in real term, and the local currency
price variable are affected. To the extent that the error with which
price is measured is independent of the true price, the estimate of
the coefficient of the local currency price elasticity will be biased
toward -1.15 If the ratio of consumer price index .to the national
income deflator in the tourist generating countries remained approxi-
mately constant, then again it is likely that only the intercept is
affected but not the income elasticity.
Since the models emphasize on the short-run determinants, some
long-run factors which tend to vary the propensity to travel gradually
over time have been neglected. These factors include the development of
15For a proof, see Murray C. Kemp, Errors of Measurement and
Bias in Estimates of Import Demand Parameters, The Economic Record,
38(1962): 369- 72 .
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Table 3.4 Contribution of the Expo' 70
to Tourism in Hong Kong
Tourist Expenditure Tourist Arrivals
With Expo' 70 $1.4780 Bn 0.9273 Mn
Without Expo' 70 $1.2142 Bn 0.8187 Mn
0. 1086 MnContribution $0.2638 Bn
17.8% 11.7 %Contribution (%)
international transport, demonstration effects of travel among the
residents, the improvement of health condition of the residents, and
the promotional work of the Hong Kong Tourist Association in these
tourist generating countries. These factors were omitted because they
are not quantifiable or because sufficient data are difficult to
obtained. Thus the influence of these long-run factors is picked up
by the remaining variables. To have an idea on the maximum bias
of these estimated coefficients, we re-estimate the equations by
assigning a pre-chosen value of the coefficient of the time trend
variable and running the regression again. The value of the coefficien
chosen was 0.04 because it is unlikely that the compounded annual
growth rate would be higher than 4 percent. The result turns out to
be:
In ET - 0.04 T = -0.34949 + 1.00152 In YC - 1.07341 In PTC
(-10.3079) (7.5347) (-2.2941)




Se = 0.0559 D-W = 2.4767R = 0.9565
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In TA - 0.04 T = -0.90813 + 2.68605 In YCN - 0.36528 In PTC
C-50.7690) (3.1962) (-0.9204)
- 0.65326 In NC + 0.13129 D4 (3.17)
(-0.3221) (2.7163)
D-W = 1.2713Se = 0.0466R` = 0.99011
where T is the time trend. The inclusion of the time trend variable has
caused a slight change in most estiamted coefficeints. For example,
the estimated income elasticity of tourist expenditure is slightly
decreased but that of tourist arrivals is increased a little bit. The
tourist expenditure becomes less sensitive to local currency price ratio
but more sensitive to the exchange rate of Hong Kong. In general, the
changes in the estimated coefficients of the dummy variables are com-
paratively small. The most notable change is the estiamted population
elasticity which becomes negative. This suggests that in the original
iestiamted equation without the time trend, the estimated population
coefficient is likely to have a relatively larger bias.
Not only long-run factors, some short-run factor have also been
omitted from the equations.' The most important omitted short-run
factor is the government policy in these tourist generating countries
on exchange control and out-going travelling restriction. Evidently,
this factor would have considerable impulsive and long-lasting effects
on the demand for overseas tourism of the residents in these countries.
It is likely that the estimation of the coefficients of the variables
in the absence of this factor would be biased towards zero (because
the restriction on the travelling abroad would dampen the effects of
other explanatory variables on tourism). To take an account of the
effects of this factor, we might (a) add a variable representing the
actual amount of currency allowance, or (b) indirectly, add a dummy
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variable. But practically, it would be quite difficult and time-consumi
origin countries. Therefore no attempt has been made to take this
policy factor into account. We believe that the change of this policy
in any of these countries would not cause serious bias in the estimatioi
of our aggregate models if the policies in different countries are
taken independently. The long-lasting effects of policies in different
countries would to some extent balance each other out.
Lastly, we would like to point out that in single equation estima-
tion, only the effects of the explanatory variables on the dependent
variable is taken into account. If the explanatory -variables are a set
of fixed numbers, we will have unbiased and best estimators or if the
explanatory variables are stochastic, provided that they are distributed
independently of the actual parameters and the disturbance term, we
will still have consistent estimators. However, if on 'a priori'
ground that some of the explanatory variables are other functions of
the original dependent variable, then we can show that these explanatory
variables will be correlated with the original disturbance term. In
this case, the assumptions of ordinary least-squares estimation are
violated and the resultant estimators are no longer consistent. 16 To
illustrate this feedback effect on the estimators, let us refer back
to our models given in equations (3.11) and (3.12). If the volume of
total (visible and invisible) trade of Hong Kong is in one year increased
by one billion dollars, then according to equation (3.11), the logarithm
of the tourist expenditure is increased by 0.00967 billion dollars.
However, tourist expenditure is an important item of the invisible
16For a detail discussion, see Chapter V.
to collect a complete list of the government policies in each of these
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trade so that this rise in the volume of trade will generate further
tourist expenditure. Thus the coefficient of the change in trade
volume seems to be under-estimated. For the tourist arrivals equation
(3.12), suppose there is an one percent decrease in the local tourist
price. This will lead to 0.37 percent increase in the tourist arrivals.
But if a rise in the number of tourist travelling in Hong Kong exerts
a pressure to the price of local tourist services, then the resulting
change in the tourist price index and then that in the tourist arrivals
would both be diminished. This suggests that the magnitude of the
coefficient of the local currency relative price is over-estimated.
In Chapter V, we will build an econometric forecasting model in
which tourist expenditure, tourist arrivals, tourist price index and
the volume of trade are included as endogenous variables. The model
will provide us not only more information but consistent estimators
as well.
3.2.4 Forecasts of Tourist Expenditure and Tourist Arrivals for
1978 to 1980
In this section, we will perform a point prediction of the expected
values of tourist expenditure and tourist arrivals in 1978 to 1980.
It can be shown that best linear unbiased predictor of these two
dependent variables, given a set of future values of the explanatory
variables, is the solution of the equations (3.11) and (3.12) using
the estimated coefficients, as long as these estimated coefficients
are best linear unbiased estimaters.17 Thus our first problem is to choose
a set of values of the explanatory variables in 1978 to 1980.
The values of the variables, including the national income,
17See Johnston (1972) , pp. 152-55
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Table 3.5 Forecast of Tourist Expenditure and
Tourist Arrivals for 1978 to 1980




population, consumer price index and exchange rate, are taken from
the Project Link, Post-Linkage Simulation, prepared by Link Central
Staff, University of Pennsylvania, Economics Research Unit. The
volume of total trade of Hong Kong is assumed to grow at an annual rate
of 7.43 percent, its compounded annual growth rate from 1970 to 1977.
The growth rate of the tourist price index of Hong Kong is taken to
be 6.78 percent which is the compounded annual growth rate from 1966
to 1977. The exchange rate of Hong Kong dollar in 1978 is the actual
value, and it is assumed to be at HK$ 5 per US$ 1 in 1979 and 1980.
The results of forecast are given in Table 3.5.
3.3 Cross-Sectional Analysis on the Demand for Hong Kong Tourism
In last section, we have a time-series analysis on the demand
for Hong Kong tourism which is useful in providing us information on
the trend of growth of Hong Kong tourism and, basing on the same
trend and some assumed future values of the explanatory variables,
allowing us to predict the dependent variables. Unfortunately, the
analysis concentrates on the aggregate demand, and no attention has
been paid to each individual country as well as to the internationl
comparison on the demand of the residents in each country for the tourist
services in Hong Kong. For example, we are interested in the following
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questions: If the national income (or per capita national income) of
country A is twice that of country B, would the number of tourists-
coming to Hong Kong from country A be equal to, greater than or less
than two times that from country B? Is the distance (or cost of trans-
portation) between Hong Kong and the tourist generating countries,
among other things, an important factor in determining the number of
visitors coming to Hong Kong and their expenditure? Would a country
with large population be at the same time an important tourist generating
country? Are there any other determinants of demand for tourism of
a particular country?
To answer these questions, we need a cross-sectional analysis.
Before we discuss the models for such an analysis, let us first look
at the assumptions on-which the cross-sectional and time-series ana-
lyses are based. Cross-sectional analyses are based on data collected
at any instant of time (or in a particular year) so that they hold
constant the price of tourist services in Hong Kong, the average
standard of living of the population and the distribution of income
(both international and intranational). In contrast, time-series
analyses show the demand of the tourist generating countries over
time, thus hold constant the identity of the countries studied, or in
other words, hold constant things such as their ethnic or racial
backgrounds but let vary all those things that may change over time.
Thus because of these differences in assumptions, we would probably
get different results in time-series and cross-sectional analyses and
we have to be careful enough in analysing them.
3.3.1 The Model
In cross-sectional analysis on tourist demand, we compare the
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consumption behaviour of the tourist generating countries on Hong Kong
tourist services in the same period of time. In this case, many factors
in each individual country are important determinants of demand and
cannot be simply neglected as we did in the time-series analysis
described above. Thus to explain the tourist arrivals and tourist ex-
penditure in Hong Kong of different origin countries, one might find
factors such as the income level, the propensity to travel abroad,
the taste, the health and the knowledge about Hong Kong of the residents,
as well as the climate condition, the geographic location, the government
policies on residents travelling abroad and the prices of commodities
and domestic travel of each particular country, and also the cost of-'
transportation and other relations between the origin countries and Hong
Kong.
Practically, because of data insufficiency and lack of time, one
may not be able to include all these factors in the demand function
studies. Thus we have to choose those factors that appear to be more
important and that have available data. First of all, the national
income or per capita national income of each country of origin would
be an important factor, because at higher level of income people can
afford consuming and would consume international tourist services -
a luxury good. lg Another factor which brings people to Hong Kong will
be their connection with Hong Kong - for example, for business purpose,
attending meeting and visiting friends and relatives. In fact, about
thirty percent of the tourists coming to Hong Kong are because of some
connection with Hong Kong. 19 Unfortunately, this factor is very compli-
cated and is difficult to be measured. For simplicity, we use the total
18Although disposable income seems to be a more appropriate deter-
minant, it is not used because we do not have complete data.
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(absolute) volume of visible trade as a measure of the degree of
connection of the origin country with Hong Kong.
The distance and the cost of transportation between Hong Kong and
the tourist generating countries are important determinants not to be
neglected. One way to do this is to measure the shortest distance
apart, but this factor may not be directy proportional to the cost of
transportation. In this section, we use the economy class airfare of
scheduled flight from Hong Kong to the capital of each country of
origin.20 Unfortunately, the data we could get are only those in 1978
and when they are used as the transportation cost variab.le in the
estimation for other years the associated estimated coefficient should
be intrepreted with care. Alternatively, we may treat this variable as
dummy variable which reflects indirectly the distance and the cost of
transportation between the origin countries and Hong Kong.
In the tourist arrivals equation, we include one more explanatory
variable - the population, because a country with higher population
tends to be a bigger tourist generator.
In cross-sectional analysis, we have held the price of the tourist
services in Hong Kong constant when measuring the data, so that the
price effect of demand is smaller than that in time-series analysis.
However, because the prices of domestic travel and international
19 The visitor arrivals by purpose of visit in 1957 77 are given in
percentages by:
197719761975
676562Vacation (no connection with Hong Kong)
338Visiting friends or relatives
21 1919Business
87En route to other destinations
1 11Meetings
233Other reasons
20About 95 percent of the visitors come here by air.
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tourism in different countries at the same instant of time are not the
same, there may still be substitution effect between Hong Kong tourism
and domestic travel in the origin countries or between the former and
the tourism in the close competitors of Hong Kong. But we are not
fortunate enough to have a good way and sufficient data to take this
factor into consideration. We have tried using the index of cost of
living in different countries in 1978 compiled by the Financial Times,21
after adjusting the index in different years for the change in exchange
rate and change in domestic price level in each country. But the esti-
mated coefficient was not significant and its sign is wrong. Therefore
it appears that the price effect is not significant. so that it is
dropped from the demand equations.
Basing on the above assumptions, the equations of tourist expendi-
ture and tourist arrivals to be estimated take the following forms:
In ET = a + b In YC + c In CT + d In VC + u (3.18)
In TA = at + b' In YCN + c' in CT + d' In VC
+ e' In NC + u'
where ET = tourist expenditure, millions of current US dollars
TA = tourist arrivals, thousands
YC = national income, billions of current US dollars
YCN = per capita national income, current US dollars
CT = cost of transportation, economy class airfares of
scheduled flight from Hong Kong to the capital of the
origin countries, HK dollars
VC = total volume of merchandise trade between Hong Kong an(
the origin countries, millions of 1966 HK dollars
NC = population of the origin country, millions




The results of cross-sectional analyses are presented in Table 3.6.
The analyses start from 1973 for the tourist arrivals or 1974 for
tourist expenditure because-the arrivals and expenditure before these
years were not classified by country of origin. We have also tried
pooling the time-series and cross-sectional data to get more efficient
estimated coefficients. The equations were estimated by ordinary least-
squares method.
As international comparison is concerned,, both the tourist expendi-
and tourist arrivals appear to income inelastic, being contraryture
to the case in time-series analysis. The income elasticity of tourist
expenditure ranges from 0.249 (in 1976) to 0.283 (in 1974) , and that
of tourist arrivals ranges from 0.221 (in 1976) to 0.325 (in 1973).
These estimated coefficients are much smaller than those obtained in
time-series analysis. However, we have to keep in mind that in general,
the marginal propensity to consume and income elasticity of consumption
in cross-sectional analyses are lower than those in time-series analyses.22
For example, Bechdolt analysing the income elasticity of demand for
travel from mainland USA to Hawaii, produced a range of 0.96 to 1.07
over the various states.23 The International Union of Official Tourist
Organisation ran a simple regression of the form In X = a + b in Y
on the data of 68 countries, in which X is travel imports f.o.b. per
22In general, long-run marginal propensity to consume is greater
than the short-run marginal propensity to consume which is in turn
greater than the marginal propensity to consume in cross-sectional
analysis. Economists solve this conflict by assuming the shifting
upward of the cross-sectional and short-run consumption curve over
time. For a discussion on this point, see Lipsey (1975), pp. 524-26
Wallis (1973), pp. 4-5.
23Bechdolt (1973).
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Table 3.6 Results of Cross-Sectional Analysis on Demand for Hong Kong Tourism
(A) Tniiri st Expenditure: In ET= a+ b In YC+ c In G'1'+ Cl in vu
R2 Se na b c dYear
200.56860.77513.78702 0.28310 -0.86592 0.623581974
(1.9462) (2.1117) (-3.7243) (4.4123)
200.6843 0.64504.62378 0.27393 -0.84200 0.508091975
(2.0413) (1.7662) (-3.0978) (3.196S)
200.63990.71564.68140 0.24916 -0.86299 0.5582919 76
(2.0493) (1.6068) (-3.2374) (3.4177)
600.7169 0.59504.29857 0.27161 -0.85858 0.572801974-76
(3.5875) (3.3087) (-6.0286) (6.7098)
(B) Tourist Arrivals: In TA= a+ b In YCN+ c In CT+ d In VC+ e in NC
R` Se na b c d eYear
-0.89923 203.24495 0.32549 0.56720 0.26827 0.7212 0.666019 73
(3. 1560)(1.6119) (1.4224) (-2.6377) (1.6937)
-0.887953.28072 0.265911974 0.61818 200.27896 0.7599 0.6131
(1. 1966)(1.7807) (-2.8340) (3.6217) (1.9291)
-0.865204.07935 0.223111975 0.55078 0.23354 200.709 8 0.6552
(2.0237) (0.9202) (-2.4696) (3.0273) (1.4825)
-0.860843.80542 0.220811976 0.59970 0.21326 0.7332 0.6510 20
(0.8838)(1.8469) (-2.4578) (3.0991) (1.3511)
-0.895030.273961973-76 3.63477 0.57730 0.25514 0.7285 0.5847 80
(-5.9243) (7. 1172)(2.6171)(4.0784) (3.6808)
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Table 3.6 Results of Cross-Sectional Analysis on
Demand for Hong Kong Tourism (contd.)
Note: Figures in parentheses are t-values
R2 is the coefficient of determination
Se is the estimated standard error
n is the number of observations
capita and Y is per capita gross domestic income at factor cost. The
estimated income elasticity was 1.3. When the sample was reduced to 48
countries by elimination of those countries with per capita expenditures
on foreign travel less than one U.S. dollar per annum on the ground
that such nations must severely restrict the availability of foreign
exchange for travel purposes, the estimate of income elasticity was
drastically reduced to 0.34, coincidentally close to our estimates.24
These results suggest that national income does not appear to be an
important determinant of the demand for tourism of different countries
at the same instant of time.
Another important determinant is the total volume of merchandise
trade, with an elasticity of tourist expenditure being about 0.573
and that of tourist arrivals being 0.577. This means that residents in
a country with a higher volume of trade (to be more exact, a closer
connection) with Hong Kong might come to Hong Kong more frequently for
business, meeting and visiting friends and relatives purposes.
In most time-series econometric studies on the demand for tourism,
the variable of transportation cost is excluded from the regression
equation because of multicollinearity and/or data insufficiency reasons.
24International Union of Official Tourist Organisations, Study on
the Economic Impact of Tourism on National Economies and International
Trade, Geneva, 1966 quoted in Gray (1970), p. 52.
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In cross-sectional analyses, the correlation between the transportation
cost variable and other variables is usually not significant so that
we can examine the effect of cost of transportation on tourist arrivals
and tourist expenditure. In the present analysis, although the data of
the transportation cost is not the actual airfares in each year, the
result does provide us some information on the effect of the variable.
If the airfares from Hong Kong to different countries are changed by
the same proportion every time, which is likely the case, then the
estimated coefficient (in elasticity form) will be the same as that
when actual data of airfares are used - only the constant term is changed.
The transportation-cost elasticities for tourist expenditure and tourist
arrivals are very close to each other, ranging from -0.85 to -0.90.
Jud and Joseph, 25 using pooled cross-section and time-series data,
estimated that the travel cost elasticity of international tourism
expenditure in Latin America was -0.92 - quite close to ours. But when
the number of travellers rather than their expenditure was used in the
regression, the elasticity obtained was -2.02, which is numerically
higher than ours.
Population in the origin country appears to be a significant
determinant of the tourist arrivals, but the estimated coefficient is
unsatisfactorily low, being slightly greater than 0.2. This value is
very close to the estimated coefficient of the per capita national
income, so that the net effect of population on the number of visitors
from an origin country is negligible.
The purpose of the regression with pooled time-series and cross-
sectional data is to provide more efficient estimated coefficients,
25Jud and Joseph (1974).
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i.e., coefficients with smaller estimated standard deviation but larger
t-value. In some sense, the estiamted coefficients in regression with
pooled time-series and cross-sectional data are the weighted average
of the respective estimated coefficients in cross-sectional regression,
the weights being the cross products of the explanatory variables. For
example, in a cross-sectional analysis, using ordinary least-squares
estimation, we get the normal equations as:
(3.20)
where bl is a k x 1 vector of the estimated coefficients
Xl is, a n x k matrix of n observations of explanatory variables
Yl is an n x 1 vector of n observations of the dependent variable
k is the number of explanatory variables, including the constant
term.
Similarly, we get another set of normal equations with the data in
another near:
(3.21)
Pooling the time-series and cross-sectional data, the estiamted coeffi-
cients are given by:
(3.22)
where
b is the k x 1 vector of the estimated coefficients.




Thus b is the weighted average of b1 and b2 , using X1X1 and X2X2
as weights.
3.3.3 Analysis of Possible Bias
The result of our time-series estiamtion is better than that of
our cross-sectional estimation, in terms of the coefficient of deter-
mination, standard error and the degree of significance of the coeffi-
cients. This is usually the case in most other similar studies because
we expect to find a greater variation of features across the countries
than over time for these countries. Moreover, the result of cross-section-
dl analysis should be interpreted with more care because there appear
some sources of bias which arise in cross-sectional analysis but
unlikely in time-series analysis.
First, because of the data insufficiency, the sample included in
the cross-sectional analysis is usually not a random one. In our
analysis, we have in fact included only those wealthier and more impor
tant tourist generators and the rest, which are grouped by the Hong
Kong Tourist Association under the entries such as 'other countries',
'South and Central America', 'Middle East', and so on, have been missed
in our estimation. This bias in the choice of data affects most the
estimated coefficient associated with the national income or the per
capita national income. Thus the income elasticity should be referred
only to the countries/regions under studied, but cannot be generalised
to all tourist generating countries. Judging from the result of the
International Union of Official Tourist Organisation described in last
section, it is likely that our analysis has under-estimated the true
value of the income elasticity.
Out of the twenty observations used in the present cross-sectional
analysis, fifteen are the data of each country of origin, but the rest
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are those of each group of countries. ror example, bcanainavla is com-
posed of Denmark, Norway and Sweden, and similarly for Benelux (Belgiun
Netherland and Luxemburg) and Iberia (Portugal and Spain) . On the other
hand, Australia and New Zealand are grouped together, so as India,
Pakistan and Sri Lanka. Thus even the disturbance term corresponding to
each individual-country has constant variance and zero mean, the
grouped disturbances are probably heteroscedastic.25 In this case, the
assumptions of the ordinary least-squares estimation break down. In
fact, the assumption of a constant variance for the disturbance term is
unrealistic in many econometric studies based on cross-sectional data.
In the present study, we assume that the error due--to heteroscedastcit
of the disturbance term is not serious so that ordinary least-squares
estimation can be used.
In the present cross-sectional analysis, we have missed at least 1
one variable which is believed to be an important one, namely, the
government policies on residents travelling abroad. This factor would
probably affect the tourist expenditure and tourist arrivals from the
country concerned. However, we have been forced to drop this variable
because the information available is not sufficient and it would be
very time-consuming to collect a complete list of the relevant
policies of each country in each year. Moreover, at the first stage of
the present study, we have thought of adding one more explanatory
variable, namely, the promotional work of the Hong Kong Tourist Asso-
ciation in each tourist generating country, which might be measured in
terms of the publicity and advertising funds spent in each country.
Unfortunately, the Association does not have a detail breakdown of her
marketing expenditure by country. Thus we are in no way to have a
25See Johnston (1972), pp. 228- 38 .
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quantitative measure of this factor.
As for a concluding remark, it is likely that we have more esti-
mation biases in cross-sectional analysis than in time-series analysis




ECONOMIC IMPACTS OF TOURISM
4.1 Introduction
4.1.1 Objective of This Chapter
In the past decade, international tourism has been growing with
a significant rate, partly because of the increasing affluence of the
origin countries and partly because of the effort made by the destinatic
countries on the development of tourism. As a solution to some of their
pressing problems, tourism is receiving more and more attention of
economic planners of developing countries. Tourism is particularly
attractive in an economy like Hong Kong in which exports of goods and
services are important economic activities. Indeed much work has been
done by the government and other organisations to promote tourism as
a means of providing income and foreign exchange to the local economy.
Unfortunately little work has been done before, either by the govern-
ment or economists, to evaluate the significance of tourism to the
growth of Hong Kong economy after the World War II. The purpose of thiE
chapter is to fill such gap, and to give an justification of the promo-
tion of tourism in the light of dif f erent policy objectives.
The analysis in this chapter focuses on how tourism
(a) raises income
(b) generates jobs and wages
(c) generates foreign exchange and thus helps in balance
of payments problems and
(d) increases tax revenue.
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In the local account of gross domestic product, receipts from
tourism is recorded as a kind of export of services. This means that
foreign exchange flows in as the tourists spend their money in Hong
Kong. But the analysis on the economic significance of tourism is
more difficult and complicated than that on the economic significance
of other industries because of the 'multiple-product' nature of tourism.
The tourists actually consume quite a large variety of locally produced
and imported goods and services. Thus the development of tourist
industry would induce much backward linkage effect and the money spent
by the tourists could raise the income of the factors in many local
industries. Empirical work in other countries shows a common feature
of tourism that a large proportion of the 'output'. of the tourist
industry is provided by personal services, such as tour, entertainment
and other services in hotels and restaurants. Therefore tourist
industry is generally believed as labour-intensive and is favourable
in providing jobs and bringing income to labour. Tourism is also a
contributor to the government revenue, in the form of indirect tax
due to the sale of the products, and in the form of direct tax due to
the income of households and firms.
The analysis is not as simple as this because the economic impact
of tourism would not stop just after the direct sale of products and
services to the tourists. Secondary and tertiary effects are generated
after this first round of flow of money when we take repercussion and
leakage into consideration. Part of the revenue will flow out of the
economy when money is paid to foreign producers for the imported
commodities consumed and purchased by the tourists. Since each industry
in the economy needs the outputs of other industries as its own inputs,
the money spent by the tourists on locally produced goods actually
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generates a large amount of output of all the industries in the economy.
Thus more income will be created and of course more money will leak
out of the economy as a result of these inter-industrial repercussions.
Further effects arise as households and firms spend part of their incomE
earned on goods and services and thus more output is generated. The
repercussion effect also favours the government revenue because taxes
are collected in each round of the flow of money. Thus a thorough and
detailed analysis is required to study the contribution of tourism to
the local economy.
4.1.2 Multiplier
Modern 'Keynesian' economics usually expresses the significance
of an exogenous quantity to the economy in terms of multiplier effect.
The multiplier can be defined as 'a measure of the effect on total
national income of a unit change in some component of aggregate demand 1
But to realise the full multiplier effect of an exogenous expenditure
there must be certain amount of unemployed resources in the economy.
In an economy under or close 'to full employment the (nominal) income
is created not with a larger quantity of output but at a higher level
of prices of the output.
In a closed 'Keynesian' economy, i.e., an economy with some
unutilized resources and which, furthermore, supplies all its needs
from domestic resources, the 'income multiplier' can be shown to be
where c is the aggregate marginal propensity to consume. For
illustration, let us assume that c has value 0.9. Then the income
multiplier is10; i.e,an increase of $100 in an 'autonomous expenditure'
1G. Bannock, R. E. Baxter and R. Rees, A Dictionary of Economics,
London: Penguin, 1972, p. 292.
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will lead to an accumulated increase of $1,000 in the national income.
In an open 'Keynesian' economy in which a portion of domestic
demand is supplied from imports, the amount of income generated is
greatly reduced as part of the income created will leak out of the
economy. In this case, the income multiplier becomes
where mp is the import coefficient of the consumption of local populaticon
The effect of the openness of the economy on the income multiplier is
significant because, for example, given that the import coefficient
is 0.4 the income multiplier is drastically reduced from 10 to 2.17.
In applying the above analysis to evaluate the income multiplier
of the tourist sector, we have to distinguish between the total tourist
expenditure (spent on imported and locally produced goods) and*the part
of the tourist expenditure spent on local goods only. For example,
a Japanese visitor travelling in Hong Kong may find that Japan-made
Electronic Equipments are sold here cheaper than in Japan so that he
purchase and bring back home a 'National' Tape Recorder2. This is also
true for the goods imported from many other countries. Thus not all
of the money spent by tourist will be earned by the local residents
even in the first round of flow of money. In calculating the multiplier
we have first to subtract this part of leakage from the total tourist
expenditure. The income multiplier then becomes:
(4.1)
where mt is the direct import content of the tourist expenditure. to
illustrate the effect of this leakage during the first round of payment,
2This is because there is no general tariff on goods entering
Hong Kong except excise duties on alcoholic liquors, tobacco, certain
hydrocarbon oils and methyl alcohol. Moreover, the tax rate in
Hong Kong is low.
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let us assume that mt has a value 0.4, so that the income multiplier
given in expression (4.1) becomes 1.3.
The above analysis points out one important feature of the tourist
expenditure in evaluating its multiplier effect to an open economy.
We have shown that the multiplier in terms of total tourist expenditure
is reduced due to the import content of the consumption of local resident:
and the tourist. Regretfully, this point has been neglected by some
economists,3 so that there is an over-estimation of the multiplier
effect of the expenditure.
Unfortunately, expression (4.1) over-simplifies the real world
and we have reasons to believe that a more detail and careful study
is needed. First, the tourist may have a different consumption pattern
as compared with that of local residents. Thus we need a detail break-
down of the tourist expenditure so that we know to where the tourist
money goes. Second, different people have different propensity to
consume so that the aggregate marginal propensity to consume will be
the weighted average of the marginal propensity to consume of the
people, the weights being the share of the income of the individual
in national income. In practice, we may divide the value-added contri-
butors into three main groups: households (private consumption),
entrepreneur (investment) and go government (government expenditure).
Third, there are quite a wide range of industries each of which has
its own production function. Thus each industry has different forward
and backward linkage effect to other industries and the revenue from
the sale of output will be paid to the factors in a way depending on
3For Example, Armstrong, Daniel and Francis (1974) and Diamond (1976).
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its own input structures. Thus the resulting economic impact of the
tourist expenditure will be different if the money is spent in different
ways. Recognition of the heterogeneous nature of the economy thus calls
for the disaggregation of the economy into certain..numb er of homogeneous
industries sectors. This disaggregative macroeconomic approach is the
essence of the input-output analysis which is used to solve many of the
problems in this chapter.
The input-output analysis is one way to study some of the important
characteristics of an economy basing mainly on the input-output table.
The latter specifies the production relationships in the economy, in
particular with the relation between a given set of demands for final
goods and services and the implied amounts of manufactured inputs, raw
materials and labour that requires.
Before we explain the fundamental principles and basic assumptions
of the input-output analysis, let us consider more in detail the reasons
for and against the use of the multiplier approach to measure the
economic impact of tourism to the economy. It has been criticised on
two grounds. First, its relevance to policy has been questioned because
it concentrates on short-run adjustments while the principal problems
of some developing countries are typically viewed as long-run. Secondly,
its dependence on unrealistic assumptions, particularly that of supply
elasticity in all sectors of the economy, has been criticized as
restricting its usefulness for developing economies. Thus another
method - the cost-benefit analysis - has sometimes been proposed as an
alternative to evaluate the development of tourism.4
In fact, it is clear that the underlying assumptions of the input-
4 For example, see Bryden (1973).
107
output analysis are less realistic than those of cost-benefit analysis.
However, we have to distinguish between these two approaches according
to their objectives. The cost-benefit analysis emphasizes on the
measurement of the long-run gains from increasing capacity in the
tourism industry and the comparison of this investment with equivalent
investments in other industries. On the other hand, the input-output
analysis provides an examination on the present performance of the
tourist industry. Thus it tells us what is the impact of an extra
unit of tourist expenditure, and given a certain policy objective
function, how does this compare with an equivalent increment in the
demand for the output of other sectors. It is particularly useful to
the government planners who wish to justify the wisdom of developing
the tourism industry, in the light of different policy objectives, by
comparing the contribution of the sector with that of other sectors.
4.1.3 Input-Output Analysis
The input-output table starts with the disaggregating the economy
into 'n' homogeneous industrial sectors and the following balancing
identities, showing how the output of the sector 'i' satisfies the
intermediate demand of all sectors, including its own, as input and
the final demand of the economy:
(4.2)
(i=1,2.......,n)
where xi= output of industry i
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= output of industry i required directly by industry j;
= final demand for industry i
direct requirement of output from industry i
per dollar output from industry j
In matrix form, equation (4.2) can be represented as:
(4.3)
where X is the n x 1 vector of the output of the industries
A is the n x n square matrix of input coefficients
F is the n x 1 vector of final demand for the output of the
industries
The input-out table represented by the relation (4.3) tells us
nothing more than the flows of inputs and outputs among the various
sectors of an economy in a particular time period. On the other hand,
input-output analysis is an analysis of the structural behaviour of the
economy, in terms of the interdependence of the industrial sectors.
It is a useful tool of making consistent forecast and nation-wide
planning under certain condit.ons or policy objectives. For example,
rearranging the equation (4.3), as given by (4.4), one can calculate
the output of each sector required to satisfy, directly and indirectly,
the final demand for a particular combination of the output of the
industries.
(4.4)
where I is the n x n identity matrix.
The matrix (I - A)- 1 is known as the Leontief inverse, or the output
multiplier matrix which will be used extensively in this chapter.
Very often, input-output analyis is divided into the static and the
dynamic types. In the former one, which appears in this chapter, invest-
ment is treated as an autonomous final demand and it is not much different
X = AX + F
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from other types of final demand such as private consumption government
expenditure and export. In the latter type, investment becomes an
endogenous variable in the sense that investment on one hand demands
for the output of the industries but on the other hand generates even
more total output in the future.
Although input-output analysis has been used extensively in
structural analysis, forecasting and planning, one should be aware of
its underlying assumptions so that he knows how far his results and
conclusion would deviate from the real world. The assumptions include:
(i) fixed factor proportions and no substitution among inputs
(ii) constant returns to scale (iii) no external economies and diseco-
nomies (iv) constant relative prices. In static input-output analysis
the assumption that only current flows of inputs and outputs are important
should also be added.
In Hong Kong, so far, we do not have any official formulation of
an input-output table of the economy. There is only one available here
which was prepared by some independent scholars.5 This table contains
32 homogeneous sectors and it shows the flows of inputs and outputs of
the sectors in the year 1962.6 Although the table contains old data,
we have reasons to believe that the table can still be used for some
analyses, especially the one on the economic impact of tourism. First,
the input-output table in 1962 reveals that there is not much interde-
pendence among the industries in Hong Kong. This characteristics is
due to the high dependence of Hong Kong economy on foreign goods, so
that quite a large proportion of the outputs of the industries is exported
5Hsia, Ho and Lim (1975).
6For the detail content and the abbreviation of each sector, see
Appendix 4.1.
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to other countries and quite a large proportion of the inputs of the
industries has to be imported from abroad. Today, Hong Kong remains
to be export-oriented.7 Thus we have confidence in that there is still
a low degree of interdependence among most of the sectors. Second,
it is found that most of the goods provided by domestic sectors and sol
to tourist are mainly services, such as personal services, trade distri-
bution and transportation services. For example, in 1962, the money
spent on personal services (sector 31), trade distribution (sector 30)
and transport and communication (sector 29) are respectively 49.8 percent
34.1 percent and 5.6 percent (totally 89.5 percent) of the total consump-
tion of the tourist on locally produced goods.8 In general, the input
structures of service sectors remain fairly constant so that we might
expect that the economic impacts of these service sectors would not be
greatly changed over the past years.
4.2 Economic Impacts of Tourism
4.2.1 Distribution of Tourist Expenditure, 1962
Since we have the 1962 input-output table, to evaluate the economic
impacts of tourism, we must first know the demand of the tourists for
the domestic outputs in that year. Hsia, Ho and Lim had performed
such an estimate and included it in their book. Unfortunately, they
had estimates for the years from 1962 to 1970 only. In the past few
years, the Hong Kong Tourist Association has carried out more detail
surveys on the expenditure patterns of the incoming tourists,9 and
'For example, in i977, the volumes of export and import of goods,
in real terms, are respectively 79.7% and 95.0% of the gross domestic product.
8See Table 4.3.
9The results are mainly contained-in the Association's two publications:
Reort on Visitor Exvenditure & A Statistical Review of Tourism.
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these facilitate more reliable estimates on the sectoral demand of the
tourist for domestic goods.
Our estimate starts with the main expenditure items of the tourist
estimated by the Hong Kong Tourist Association. There are five main
expenditure items: shopping, hotel bills, meals out, other entertainment
and tours the residual is classified as the untraceable expenditure.
We then deflate the expenditure with the tourist price index, with 1963
as the base year, because the 1962 input-output table was formulated
at 1963/64 price. The deflated expenditure is given in Table 4.1.
Table 4.1 Main Expenditure Items of the Tourists, 1962 ($ Mn)








Source: Hong Kong Tourist Association.
Next, we disaggregate the expenditure of the tourists according
to Hsia's classification of sectors. The biggest expenditure item in
Table 4.1 is shopping (64 percent of the total). However, for years
before 1976, there is no detail information on the variety of the
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shopping items and the expenditure on each item. The Hong Kong Tourist
Association did have surveys on the shopping items for year 1976 and
onward. Thus the figure for the year 1976 is used as the guideline
for disaggregating the shopping items.10 However, we cannot simply
allocate the whole shopping expenditure to the sectors according to the
percentage share of'each shopping item. First of all, the tourists
purchase the commodities directly from the trade sector (retailers and
whole-sellers). It is not correct to allocate all the shopping expen-
diture to the trade sector as some economists did,11 or to completely
ignor the value-added generated by this sector. Our method is to allow
certain mark-up for the sector, which, we assume, is-equivalent to
30 percent of the shopping expenditure. This follows from the practice
of the Census and Statistics Department of the government, which, in the
estimation of Gross Domestic Product, adds 30 percent of the value of
the retained imports to get the market value.12 Our figure is 30 percent
of the market price which is slightly higher than that of the Census
and Statistics Department. Our choice is due to the belief that the
trade profit margin of the goods, either imported or locally produced,
sold to the tourists is usually higher because of the higher rent and
other expensives and, furthermore, probably a lower rate of turnover.
On the other hand, a certain amount of the goods consumed by the
tourists are imported from foreign countries and the rest from local
industries .This import nrnnnrti on of the trist expenditure on the
10For the percentage expenditure on each shopping item and to
which industrial sector it belongs,see Appendix 4.2.
11For example, see Armstrong, Daniel and Francis (1974) and Diamond
(1976).
12Census and Statistics Department, Estimates of Gross Domestic
Product, 1966-76, 1978,.p. 20
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output from each industry is usually higher than that of local residents
because foreign visitors are more familiar with foreign goods than with
local goods. However, because of the lack of information, we take it
for granted that the import proportion for each industry of the tourist
expenditure is the same as that of the total consumption in the final
demand (the sum of private consumption, government expenditure and
tourist expenditure). First of all, for the i-th sector, we calculate
the retained import which is equal to the difference between the import
and the total export. 13 Subtracting the import for intermediate use
from the retained import, we get the import for final use, m i.14
The amount of goods produced by the i-th sector, ci,.to satisfy the
final demand of the households, government and the tourist is obtained
from Hsia's book, Appendix 1. Then we get the tourist consumption of
locally produced goods from the i-th sector by multiplying the total
tourist consumption (after making profit margin allowance) on the
outputs (local and imported) of the sector with the factor a, i which
is given by:
(4.5)
To break down the payments for the hotel bills, we rely on a
survey of the Hong Kong Tourist Association for the year 1976. It is
discovered that in that year, 28.4 percent of the revenue of all hotels
was from food sales, 10 percent from beverage sale and the rest from
room sale and from the sale of other types of personal services.15
13It is calculated from the trade statistics compiled by the
Census and Statistics Department.
14Hsia, Ho and Lim (1975), Appendix 3.
15Hong Kong Tourist Association,*The Hotel Industry in Hong Kong_
1977. July. 1978
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However, we cannot say that this part of money is spent on food and
beverage because part of the food sale and beverage sale have to be
paid for the employed services such as cooking, cleaning, etc. The
expenditure on food and beverage is obtained from the expenditure side
of the income statement of all hotels which shows that 12.0 percent
and 2.6 percent of the revenue are respectively food cost and beverage
cost. The difference between the material cost and the sale is assumed
to be the payment for personal services. Thus the payments for hotel
bills are disaggregated in the following way:





Assuming to be distributed equally between the two sectors.
Finally, allowance is made for the imported food and beverage by the
method described above and consequently we get the net purchases of the
tourist on locally produced food and beverage.
The classification of other expenditure items is simpler.
The cost structure of the restaurants where foreign visitors take
meal is assumed to be similar to that of hotels in the provision of
food and beverage. Entertainment and untraceable expenditure are
classified as personal services (sector 31) and tours as the transport
services (sector 29). Thus the expenditures on entertainment and tours
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and the untraceable expenditure by the tourist are received by local
residents in the first round of flow of money, without any leakage
abroad.
Based on the above methodology, the distribution of the tourist
expenditure in 1962 is given in Table 4.3.
It is not surprised to discover that quite a large proportion of
the tourist expenditure was the consumption of services. The total
amount of money spent on different types of services (sectors 29, 30
and 31) was 272.4 million dollars, being 50.2 percent of the total
tourist expenditure of 89.6 percent of the consumption on,locally
produced goods. Of the services consumed, personal services is the
biggest item (over one half of the services consumption) trade services
the next and transport services the least. For the locally produced
commodities, the tourist spent a relatively large sum of money on
beverages and tobacco (sector 5). Part of these commodities were
consumed by the tourists during their stay in Hong Kong, and the rest
purchased and carried out of Hong Kong by them. The tourists also pur-
chased considerable amount of garments (sectors 6 to 8, and 10 to 12).
Other favourite shopping items included electrical and sound equipments
(sectors 21 and 22) and leather goods, jewellery, lighters and souvenirs
(sector 26). 16
4.2.2 Multipliers of the Tourist Sector
Keeping in mind the assumptions of the input-output analysis -
rigid factor proportions, linearity in behavioural functions, constancy
in relative prices and economy with unemployed resources - we are now
16Jewellery was the biggest shopping item in the total tourist
expenditure. Unfortunately, most of the jewelleries were imported
from abroad.
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in the position to evaluate the multipliers of the tourist sector.
We know that the tourist expenditure is a final demand for the outputs
of the 32 sectors or, in other words, in the present demand-orientated
model, the output of each sector depends on the expenditure patterns
of the visitors. Thus the economic impacts of tourism to the economy
would be based on the economic impacts of the output of each sector.
In measuring the economic impacts of a sector, we are interested
in knowing its effects on the total output, income and employment of
the economy, which are commonly represented respectively by the output
multiplier, the income multiplier and the employment multiplier.
The output multiplier of a sector is the total supplies of its own
sector and other sectors required to satisfy one dollar's worth of final
demand for the product of the sector. It is obtained by the sum of
the corresponding column of the Leontief's inverse matrix.
In defining the income multiplier of a sector, we have first to
distinguish two meanings of the term 'income' used in this chapter.
The first meaning refers to the household income which is the sum of
money paid by the sector to its inputs as wage and profit the second
one is the value-added of the sector in the production of its output
and it is equal to the sum of wage, profit, depreciation allowance,
corporation saving and indirect tax revenue paid by the sector.
Corresponding, we have two types of income multipliers. Type I income
multiplier of a sector is the ratio of total household income generated
(direct, indirect and induced) to the direct household income generated
after the sale of its output. The direct household income of the sector
is simply the wage and profit paid directly by the sector as the cost
of its input services the indirect household income is the additional
wage and profit generated after taking into account the interindustrial
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repercussion the induced household income is then the further additional
wage and profit created if we include the effect of the expenditure of
households. The input-coefficients table gives us directly the direct
income but to get the indirect and induced income components is more
complicated. The sum of direct and indirect income is obtained by
summing the products resulting from multiplying the column entry
corresponding to the sector in the Leontief's inverse matrix by the
figure on direct income change for the corresponding sector whereas
the sum of direct, indirect and induced is obtained in the same way but
with the household incorporated as an additional sector. With a differen
concept of income, we can define the Type II income multiplier of a
sector which is measured as the total income (wage, profit, depreciation
allowance, corporation saving and tax revenue) in dollar generated, after
considering all inter-industrial repercussion and the expenditure of
all households per unit dollar's worth of output of the sector. Type
II income multiplier is more relevant to the contribution of a sector
to the national income (gross domestic product).
Similarly we can also distinguish two types of employment multi-
plier. Type I employment multiplier of a sector is defined as the ,
ratio of total employment (direct, indirect and induced) generated
to the direct employment generated by the sector whereas the Type II
employment multiplier is the sum of direct, indirect and induced
employment generated per unit dollar's worth of output of the sector.
The multipliers of the 32 sectors are given in Table 4.4.
Since the output multiplier of a sector depends on its degree of
dependence on domestic inputs, we are not surprised to find that sectors
like cotton textiles, clothing and made-up textiles all have compara-
tively high output multipliers because between 30 to 40 percent of the
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total inputs are from other sectors. On the other hand, sectors like
dolls and toys, electronic products, plastic ware, and wigs have
relatively low output multipliers, mainly because they require large
proportion of imported inputs. Since a high percentage of the revenue
is paid to the inputs as wage and profit, it is easy to understand that
all service sectors (29 to 32) also have low output multipliers.
Sectors with high output multiplier usually have high Type I incomE
multiplier because the latter also depends on its degree of dependence
on domestic inputs. Therefore as mining (sector 3) has the highest
output multiplier, it ranks the second with respect to Type I income
multiplier cotton textile (sector 6) is the first by the latter measure
and simultaneously the third with respect to output multiplier. All
service sectors have relatively low output multiplier and Type I income
multiplier and two multipliers of rental are the least in the economy.
However Types I and II income multipliers are negatively correlated,
because sectors with high Type II income multiplier are usually those
which have high direct income content (i.e., the ratio of value-added
to the total inputs) and this tends to lead to low Type I income
multiplier (the ratio of total household income to direct household
income). Thus we find that cotton textile has the fourth lowest Type
II income multiplier but the values of all service sectors are high.
It is worthwhile to note that the Type II income multipliers of many
sectors are less than unity which means that when one dollar is spent
on the output of these sectors, the total national income generated,
after taking into account the interindustrial repercussion and the
expenditure of households, is less than one dollar. The main reason
for this is the high proportion of imported materials in the total
input of industries so that the leakage out of the economy is
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Table 4.4 Multipliers of Sectors
Employment MultiplierOutput Income Multiplier
Sector
IIaMultiplier II II
1.2301. Food 1.128 1.79
1.1492.172. Agr Nes 1.600
1.0163. Mining 1.730 3.06
28.563.60.9882.274. Pro Food 1.276
2.69 0.8215. Bev Tob 1.329
0.694 2.4 40.191.665 3.116. Tex Cot
1.3 63.860.4452.171.1557. Tex N-Ct
47.581.024 2.82.441.6828.Mex Msc
9. Footweat 1.7 53.610.8982.021.303
47.510.822 2.62.301.44610. Clth2 Ct
9 47.510.9022.231.45311. Clthg Nc
2.2 49.241.37 0.78E2.1912. Clthg Ac
7 67.942.21 1.0041.32813. Wood
1.023 1.5 92.002.481.36314. Paper
33.642.0.7912.331.29515. Chemical
2.78 0.9391.46116. Non-M Mn
I.5 65.412.71 0.611.37917. Base Met
65.4104 0.890 1.51.25018. Metal Pd
36.373.32.30 0.9841.38119. Machinery
2.52 47.132.40.9231.44720. Trt Eat
1.5 55.740.5962.2521. Eltronic 1.213
0.852 1.5 55.742.101.25622. Eltl Ne:
61.551.70.9902.081.23323.Toys
64.711.50.8452.051.20124. Plastics
1.94 1.5 50.140.7751.11125. Wigs
36.153.02.02 0.9501.22726. Mfg Nes
48.532.21.0492.191.31327. Constrt






aMan-year per $1 Million.
Sources: Hsia, Ho and Lim (1975), pp. 45, 52, 58, Appendix 1.
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considerably large. This feature of the Hong Kong economy thus contributes
to the relatively low multipliers of the sectors.17 The average Type II
income multiplier of the economy is also less than unity, being 0.96.
The employment multipliers of five sectors are not listed because
of data insufficiency. It is surprised to find that transport has the
highest Type I employment multiplier. It is because the sector has a
relatively low direct employment change. Other industries ranking high
include produced food, machinery and manufacturing n.e.s. The high.
incremental-employment-output ratio of service sectors 30 to 32 leads
to the low Type I employment multiplier but above average. Type II
employment multiplier. The Type II employment multiplier of these
sectors is 65.19 man-year per $1 Mn while the average of the economy
is only 52.2 man-year per $1 Mn. The paper industry (sector 14) has
an exceptionally high Type II employment multiplier as its incremental-
employment-output ratio is as high as 61, man-year per $1 Mn of output. 18
As tourist expenditure is a kind of final demand for domestic and
imported goods, the economic impacts of tourism could be obtained by
taking the weighted average of the impacts of the sectors, the weights
being the sectoral distribution of tourist expenditure. However,
since tourists spend part of their money on goods imported directly
from abroad, we have two different measures and interpretations of the
economic impacts of tourism. For the first measure, only the tourist
consumption on locally produced goods is concerned and the weights used
in getting the weighted average are the output of domestic sectors in
17 For a comparison of the multipliers in Hong Kong with those in
some other areas, see Hsia, Ho and Lim (1975), chapter 5.
18Hsia, Ho and Lim (1975), p. 56.
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satisfying the tourist demand. For the second measure, the total tourist
expenditure on both domestic and imported goods is concerned, and in
finding the economic impacts of tourism, import is included as the 33rd
sector, but the import sector would have no economic impact to the
economy. The result of the two measures is given in Table 4.5.
Table 4.5 Multipliers of the Tourist Sector
Income Multiplier Employment MultiplierOutput
Type I Type IIaType I Type IIMultiplier
2.000 61.171.40 72,0151.234First measure-
1.130 1.122 34.310.789Second measure 0.692
aman-year per $1 million of output.
Sources: Tables 4.3 and 4.4.
Thus we find that every dollar of tourist money spent on locally produced
goods, according to the given distribution, would generate, after
considering all inter-industrial repercussion and household expenditure,
1.407 dollar of national income and 61.17 of a millionth of man-year
of employment. The economic impacts of one dollar of total tourist
expenditure is obviously less because part of the dollar is paid directly
to foreign producers out of this dollar, only 0.561 is spent on locally
produced goods. Thus the economic impacts by the second measure are
0.561 times those by the first measure.
The output multiplier, Type I income multiplier and Type I employment
multiplier of tourism, by the first measure, are all less than the
average of the economy. This is because quite a high proportion of
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the tourist money was spent on the service sectors (29 to 31) and these
sectors have low degree of dependence on domestic inputs. In fact,
the economic impacts of these service sectors affects greatly the
economic impacts of tourism. Thus as the Type II income multipliers
and Type II employment multipliers of these sectors are relatively
high, so do those of tourism.
4.2.3 Cost Content of The Tourist Expenditure
After one dollar's worth of output of a sector is produced and
sold in the market, the revenue is distributed among the inputs as
wage, profit, depreciation and corporation saving, government indirect,
tax and the rest is paid for the imported materials and the output of
other sectors. The sum of the first four is equal to the value-added
of the industry in the production of the one dollar's worth of output.
Clearly in most cases, the value-added is less than one dollar. (An
exception is the 32nd sector, 'rental', which does not require any
imported goods or output of other sector as input so that its-value-
added is 100 percent of its output.) This is the direct value-added
whereas the imported material is the direct input. The indirect effect
is the further value-added and import generated when we take into account
the intermediate demand for the outputs of its own and other sectors
to satisfy one dollar's worth of output of -the sector.
We present in Table 4.6 five types of cost contents: wage, profit,
depreciation and corporation saving, tax and import. Since we have
included the additional part generated due to the inter-industrial
repercussion, the total sum of cost contents of each sector is exactly
equal to one dollar, the receipt of the sector. Alternatively, we
may treat the cost content as differentoints of destination so that
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Table 4.6 Cost Content Per Dollar Of Final Product
(Dollar)
ImportTaxSector Wage Profit Depreciatior
0.010 0.1990.0290.4611. Food 0.301
0.374 0.2830.0140.0442.Agr Nes 0.285
0.016 0.3630.0430.2260.3523.Mining
0.3470.0300.1124. Pro Food 0.1900.321





0.013 0.4840.0370.1960.27010. Clthg Ct





















0.047 0.0000.734 0.2070.01232. Rental
Tourism 0.0820.040.1270.3770.371
Sources: Table 4.3,
Hsia, Ho and Lim (1975), p. 61.
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when one dollar is spent on the output of a sector, the dollar will
circulate in the economy until it reaches the points of destination or
leaks out of the economy.
The distribution of factors cost varies greatly for different
industries. For example, none of the revenue of the 'rental' sector
is paid to import but the total import content of the sixth-sector,
textile cotton, is as high as 71.3 percent. As one could easily
predict, beverage and tobacco sector is the greatest government revenue
contributor (22.4 percent of the output) because excise duties are
charged on these products, but sectors like clothing accessories only
generate as low as 1.1 cents of tax for every one dollar sale of its
output. The household income (wage and profit) varies between 24.2
percent (the 7th sector) and 80.7 percent (the 31st sector). On the
whole we observe the following features: (1) The import content of the
sectors is usually very high. Five sectors have import content greater
than 50 percent, or 15 sectors have import content no less than 40
percent. (2) Since the government imposes little tax on intermediate
and final commodities, the industries generally have low tax content
(except the 5th, 32nd, and 28th sectors). (3) The depreciation allowances
and corporation saving of the industries are also low (4) Usually more
than half of the revenue of the industries is received by the households.
Among these, the service sectors (29th to 31st) are significant household
income contributors.
As for the factor content of the tourist sector, it is calculated
as the weighted average of the factor contents of its components as we
did before. Since it is weighted heavily by the services sectors, it
has a high income content, and government receives little from its sale.
In other words, for every dollar consumption on the locally produced
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goods by the tourists, 74.8 cents are paid to the households, 12.7 cents
for depreciation allowance and corporation saving, 4.3 cents to the
government and the rest, 8.2 cents, to the foreign producers.
On the other hand, we are also interested in the factor content
of total tourist expenditure. Tourists spend 43.9 percent of the money
on commodities imported directly from abroad, and only 56.1 percent on
local products. Thus the factor contents of the tourist consumption
on local outputs are multiplied by a factor of 0.561 and the sum of
these, together with the direct import, add up to unit dollar (Table 4.7).








I 0 Ld1 1.000C
It is seen that total import content of tourist expenditure is as high
as 48.5 percent, of which 43.9 percent is the direct import and 4.6
percent the indirect import. Thr rest, 51.5 percent, is the foreign
exchange earned by Hong Kong, which is further divided into wage
(20.81 percent), profit (21.15 percent), depreciation (7.12 percent)
and tax (2.41 percent) .
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On the basis of Table 4.6 and Table 4.7, we are able to calculate
the foreign exchange and tax revenue genernated by each industry in
1962, which are obtained by multiplying the respective coeffcients
with the export of the industry in that year. Table 4.8 gives the
result after regrouping the industries accoring to the usual classification
Table 4.8 Foreign Exchange and Tax Revenue
Geberated by Each Industry, 1962
(HK$ Mn.
Industry Original Sector Foreign Exchange Tax Revenue
Agricultural Products 1, 2, 4 3.59 (7)101.51 (6)
Mining 3 29.17 (14) 0.73 (15)
Beverage and Tobacco 5 10.19 (3)28.53(15)
Textile 6, 7, 8 275.30 (3) 9.03 (4)
9Footwear 69.26 (9) 1.49 (13)
Clothing 10, 11, 12 14.47 (2)592.57 (1)
Wood and Paper Products 13, 14 58.63 (13) 2.21 (10)
Chmicals and Non-metallic
15 ,16 35.57 (13) 1.46 (14)Mineral Products
2.74 (9)Metal Products 17,18 92.22 (8)
Machinery and Transport
19, 20 63.42 (10) 2.09 (11)Equipments
Electrionic and Electric
21, 22 48.63 (12) 1.61 (12)Products
23Toys 97.11 (7) 2.97 (8)
110.51 (5)Plastic Products and wigs 24, 25 3.43 (6)
leather, rubber & all
26 176.71 (4) 3.60 (5)
other Manufacturing
Tourism 497.69 (2) 23.3 (1)
Note: Figures in brackets give the ranking.
Sources: Table 4.6, 4.7; Hsia, Ho and Lim (1975), Appendix 1.
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Clothing industry is-the biggest foreign exchange earner, with
tourism the second and textile. industry. the. third. The difference
between the first and the second is small as compared with that between
the second and the third. But in foreign exchange earned, other
industries are far behind these three industries. With respect to
tax revenue, the positions-of clothing and tourism are reversed, with
tourism at the top, showing that tourism is the -most important tax
generator. Beverage and tobacco jumps-up and displaces textile as the
third, 'mainly due to its high tax content. One-should note that the
above ranking of industries by foreign exchange earning power is different
from the one according to the actual domestic export of each country.
The latter is clearly-misleading because the import content of each
industry has been included.
4.2.4 Some Policy Implications
Under the assumptions of the input-output analysis, we have
evaluated the contributions brought by tourism to the local economy.
We know what amount of output, income, employment, tax and foreign
exchange we would expect to get from every tourist dollar. Thus we
are now in the position to compare tourism with other industries accor-
ding to their economic impacts and to evaluate the development of tourism
in the light of the following four short-run objectives:
(a1 maximizing income
(b) maximizing employment
(c) maximizing government tax revenue and
(d) maximizing foreign exchange earning.
First of all, we study the degree of compatibility-of different
policy objectives. The correlations between the industries by each
129
pair of objectives are given in Table 4.9 It is clear from the table
that the foreign-exchange objective is compatible with the objectives
of maximizing income and tax revenue. This is not surprising because
the foreign exchange earned is distributed among the households and
the government, with only a relatively small proportion reserved as
depreciation allowance and corporation saving.
Income generating industries do not usually give a good return in
tax revenue because the correlation is only -0.0745. Nevertheless,
although this correlation is negative, its value is small so that govern-
ment is in most cases free to choose either objective without sacrifising
the other one. The situation is nearly the same between the employment
and income objectives (the correlation is -0.0046). However, the
employment objective is not compatible with either the tax objective
or the foreign exchange objective (the correlations are respectively
-0.2630 and -0.2072).






Tourism, characterising as a labour-intensive foreign exchange
earner, appears particularly attractive in the case of Hong Kong that
large amount of foreign exchange inflow is greatly concerned in order
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to cover partly the visible trade deficit each year and that on the
other hand high growth rates of income and government revenue are
required. Our result permits a quantitative assessment of the policy
implications of tourism compared with other industries. The export
industries (i.e. excluding sectors 27, 28 and 32) are ranked by each
policy weighting in order to compare their relative impact to the local
economy. The first six by each policy objective are displayed in Table
4.10. The results suggest that tourism perform quite well when the
objective is to maximize foreign exchange, or income, or tax revenue:
it ranks the third, the fourth and the fifth respectively by these
objectives. But its performance is rather disappointing when job-creation
is concerned (its position is only the twelfth). This result is similar
to that of an economist, who, after studying the impact of tourism
to the Turkish economy discovered that 'When all inter-industry reper-
cussions are accounted for, tourism is not as labour-intensive as is
sometimes suggested, and the maintenance and expansion of this produc-
19
tive capacity is rather capital-intensive.'
























































In the past couple of decades, tourism in Hong Kong has been
growing at a significant rate. We have seen that foreign visitors
travelling in Hong Kong bring revenue to the industry and this in turn
generates income, employment, tax and foreign exchange to the economy.
In view of the fact that a lot of money has been spent by the government
and the private sector in developing the industry, we try to examine
in this section the past performance of the tourist sector. In other
words, we want to know how much the tourist sector has contributed to
the growth of the economy since 1962.
First of all, we disaggregate the tourist expenditures in 1963
to 1977 into sectoral components, basing on the above assumptions and
methodology (Table 4.11).
In this period from 1962 to 1977, the total tourist revenue of
Hong Kong grew tremendously, the revenue in 1977 being more than three
times that in 1962. However, quite a large fraction of the tourist money
was spent on goods imported from abroad. For example, in 1977, HK$ 834
Million, or about 46 percent of the total, was the consumption of direct
import and thus the leakage out of the economy. Of the locally produced
goods consumed by the tourists, personal services (sector 31) remained
to be the largest item. In 1977, $431 Million of personal services
was rendered to the tourist, accounting for about 44 percent of domestic
outputs (goods and services) of the tourist sector. The next two
important items in 1977 were trade (sector 30) and transport (sector 29),
being $369 Million and $66 Million respectively.
Besides the components of the tourist expenditure, we are also
interested in knowing the factor content of the tourist expenditure.
This is obtained by taking the weighted average of the factor content
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Table 4.11 Distribution of Tourist Expenditure, 1963-77 (HK$ Mn, at constant I9bi price)
1963 1964 1965 1966 1967 1968 1969 1970









2.0446 2.84551.57641.34861.14641.22591.23661.129111. Clthg Nc
2.9.1942.250c 4.06301.92561.63681.75041.76571.612212. Clthg Ac
0.0000 0.00000.000C0.00000.00000.00000.000013. Wood 0.0000
0.00000.000C 0.00000.00000.00000.00000.00000.000014. Paper
0.1273 0.17710.08400.07140.07630.07700.070315. Chemical
0.0980.000C 0.0000 0.00000.0000 0.00000.00000.00000.000016. Non-M Mn
0.000C 0.0000 0.00000.00000.00000.00000.000017. Base Met 0.0000
0.00000.000C 0.00000.0000 0.00000.00000.0000 0.000018. Metal Pd
0.0000 0.000C 0.0000 0.00000.0000 0.00000.0000 0.000019. Machiner, r
0.0000 0.000C0.0000 0.0000 0.000020. Trpt Eqt 0.00000.0000 0.0000
0,2083 0.243`-21. Eltronic 0.1910 0.1894 0.1771 0.3159 0.43960:1744
22. Elti Nes 4.613-3.6190 3.5875 3.3549 3.94673.3043 5.9837 8.3274
23. Toys 0.8859 0.9702 0.9618 1.0581 1.2361 1.60420.8994 2.2325
24. Plastics 0.0000 0.0000 0.0000 0.0000 0.0000 0.000C 0.0000 0.0000
25. Wigs 0.0000 0.0000 0.0000 0.0000 0.0000 0.000C 0.0000 0.0000
26. Mfg Nes 2.6286 2.8789 2.8539 2.6688 3.1396 3.670C 4.7600 6.6245
27. Constrt 0.0000 0.0000 0.0000 0.0000 0.0000 0.000( 0.0000 0.0000
28. Power 0.0000 0.0000 0.0000 0.0000 0.0000 0.000C 0.0000 0.0000
29. Transprt 19.9000 30.2760 32.2358 32.5692 36.9837 40.122c, 47.1861 62.8821
30. Trade 111.5700 122.1942 121.1325 113.2761 133.2590 155.773( 202.0370 281.1742
31. Services 177.1850 208.6755 229.29 28 232.9924 226.9366 283.455( 360.8314 417.0280
32. Rental 0.0000 0.0000 0.0000 0.0000 0.0000 0.000( 0.0000 0.0000
Import 260.0657 285.9201 284.5965 270.4252 308.5697 363.79 8: 468.8143 637.0006
Total 604.5505 686.7104 707.0452 688.2703 747.5226 893.3975 1142.779 1LLRn_57A2
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Distribution of tourist Expenditure, 1963-77 (HK$ Mn, at constant 1963 price) (cont'd)
1971 1972 1973 1974 1975 1976 1977






















8.69768.52296.14955.50816.10037.016226. Mfg Nes 5.9595
0.00000.00000.00000.00000.00000.00000.000027. Constrt
0.0000 0.0000 0.00000.0000 0.00000.000028. Power 0.0000
33.0597 65.923232.3730 51.894934.335029. Transprt 70.239652.5816
233.7919 261.0147258.9251. 361.7536 369.169930. Trade 29 7.8022252.9 509
457.6414370.0136 393.1210 369.7683 430.570731. Service: 405.5994343.4138
0.0000 0.0000 0.0000 0.000032. Rental 0.00000.0000 0.0000
Tmnnr 673.2410 591.5946 598.1040 818.0942534.3921565.6155 833.9917
285.6012 1533.5986 1332.8859 1264.2158 1341.3225 1794.8390 1806.9053Total
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of the expenditure components, using the consumption on each component
as weights. It is found that the total content was close to 50 percent
in most of the years. It was 48.5 percent in 1962, then fell steadily
to 43.92 percent in 1966, and then rose gradually to 50.84 percent in
1977, the highest level so far. The major part of the total import
content was direct import which was mainly due to the purchase of
imported goods by the tourists. The fluctuation of the direct import
content, and thus of the total import content, depend on the variation
of the 'shopping' share of the total tourist expenditure. The indirect
import content was the direct and indirect demand for imported goods
to satisfy the production of local goods consumed by the tourists. It
was comparatively small because, as we ha e seen, services sectors have
little import content. The rest of the tourist money was distributed
to the other factors as wages, profits, government revenue and depreciation
allowance. As services sectors commonly have high income (wage and
profit) content, tourism is a good income generator. For every dollar
spent by the tourist, the income generated, after inter-industrial
repercussion, remained above forty cents in those years. The allowance
for depreciation, the corporation saving and the government revenue
were all relatively small, being about ten percent of the total expen-
diture (Table 4.12).
We then compare tourism with other industries in terms of the
foreign exchange and tax earned in 1977. In the last section, we have
seen that in 1962 tourism was the biggest tax earner and the second
largest foreign exchange earner. In 1977, both positions of tourism
dropped by one (Table 4.13). Clothing was not only the biggest
foreign exchange generator, but also the biggest tax generator. This
is mainly due to the remarkable increase in the export of the industry.
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Table 4.12 Factor Content Of The Total Tourist Expenditure, 1962-77
Indirect Direct (Total TotalWage Profit Depre. Tax
Import Import Import)
1962 20.81 2.41 4.60 43.90 (48.50) 100.0021.15 7.12
7 99 43.20 (47.58) 100.002.45 4.5621.481963 21.20
41.64 (46.31) 100.002.63 4.671964 21.71 21.83 7.53
40.25 (44.85) 100.02.69 4.6022.4 7.8322.231965
100.0039.292.73 4.618.0122.71 (43.92)22.641966
41.28 (45.98) 100.004.702.7021.73 21.90 7.631967










The industry with the most significant growth was electrical and
electronic products. Its position with respect to foreign exchange
contribution jumped from the twelfth to the second, or with respect
to tax contribution, from the twelfth to the third within these sixteen
years. Another industry also with a high growth rate was toys its
position in 1962 was the seventh for 'foreign exchange' and the eighth
for 'tax', but became the fourth by both measures in 1977. The position
of other industries remained approximately the same.
From 1962 to 1977, the gross domestic product (GDP) of Hong Kong
had a significant growth. Deflated at constant market price of 1963,
the GDP was increased from $7,158.6 Mn in 1962 to $14,111.6 Mn in 1969,
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Table 4.13 Foreign Exchange and Tax Revenu
Generated by Each Industry, 1977
(HK$ Mn. `,
Tax RevenueForeign ExchangeIndustry
16.17 (7)421.24 (7)1. Agricultural products
2.56 (15)2. Mining 101.78 (14)
13.23 (9)3. Beverage Tobacco 37.04 (15)
37.64 (5)1196.52 (5)4. Textile
4.38 (14)203.69 (12)5. Footwear
160.11(1)7951.75 (1)6. Clothing
6.10 (12)195.03 (13)7. Wood Products and Paper
8. Chemical Non-metallic 16.65 (6)293.13 (9)
mineral products
13.17 (1)518.56 (5)9. Metal products
10. Machinery and Transport
13.35 (8)399.21 (8)Equipments
11. Electric and Electronic 79. 42 (3)2341.77 (2)
products
52.94 (4)1730.45 (4)12. Toys
7.84 (11)247.46 (11)13. Plastic Products and wigs
5.84 (13)266. 50 (10)14. Leather, rubber all othe
84.28 (2)1799.22 (3)15. Tourism
Note: Figures in brackets snow the rau iciu .
Sources: Tables 4.6, 4.7
Census and Statistics Department, Hong Kong Trade Statistics,
Country by Commodity, Exports and Re-export, Annual Supplement,
1977.
and to $25,738.1 Mn in 1977. In ocueL WUL US , LLle 6L LIw LLL w- vLl L WZ,
1962 to 1969 and from 1962 to 1977 were $6,953 Mn and $11,626.5 Mn
respectively. We would now like to know: How much of this GDP growth
was contributed by tourism? To answer this question, we first calculate
the output of each sector required to satisfy directly and indirectly
the tourist demand in 1962, 1969 and 1977. This is obtained by premul-
manufacturing
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ciplying the vector of tourist expenditure with the Leontief Inverse
Matrix. The reults are displaced in Table 4.14
Table 4.14 Output Generated by Tourist Expenditure




2. Agr Nes 0.1040.030 0.059
0.2210.1460.0673. Mining
11.6248.8434.0554. Pro Food
14.631 24.2277.2375. Bev Tob
12.3643.473 6.7806. Tex Cot
1.533 2.8000.7867. Tex N-Ct
3.412 12.1456.6618. Mex Msc
16.5974.658 9.0839. Footwear
6.5211.830 3.56910. Clthg Ct
3.7362.0451.04911. Clthg NC




















5.411 11.271 18.20532. Rental
826.584 1207.394375.181Total
Source:Table 4.3, 4.11; Hsia, Ho and Lim (1975), Appendix 5.
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The services sectors (sectors 29 to 31) are again the three most im-
portant sectors because the figures include the output of each sector
consumed directly by the tourist. The tourists did not pay money directly
to the rental sector, but the entries for the rental sector in the table
are not zero because rental services are required for the production
of other outputs. This is also true for other sectors such as wood,
paper, machinery, transport equipment and so on. It is noted that the
ratio of the total output generated to the consumption of the tourist
on locally produced goods is the output multiplier of the tourist sector
in the respective year.
After getting the output of each sector in these years, we can
then calculate the contribution of each sector to the growth of GDP.
This is obtained by multiplying the change of output of each sector
by its value-added coefficient (the ratio of the sum of wage, profit,
depreciation allowance and tax to the total output), and then expressing
the product as percentage of the change in GDP (Table 4.15).
In Table 4.15, sectors 29 to 31 were evidently the major income
generators. Personal services alone contributed about 50 to 60 percent
of the total trade sector also contributed more than 20 percent. The
contribution of most other industries was insignificantly small except
beverage and tobacco, food industries, paper and power industries.
(Note that paper and power were only required indirectly.) Comparing
the periods from 1962 to 1969, and that from 1962 to 1977, it is found
that the relative importance of many sectors in contributing income
remained approximately the same, except personal service and trade
sectors. The most important personal service rendered to the tourist
is the hotel service, but in real term, a decreasing proportion of the
tourist money was paid for the hotel bills. On the other hand, the
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importance of the trade sector increases as the percentage of shopping
in the total tourist expenditure was becoming higher and higher -
unfortunately, this would also lead to a higher important content too. 20
Table 4.15 Contribution of Tourist Expenditure





0.0330 0.03124. Pro Food
0.0471 0.06475 . Bev T ob
0.01800.01126. Tex Cot




























Hsia, Ho and Lim (1975), Appendix 1.
20For detail, see Chapter II, Section 2.3.
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The sum of the contribution of each sector is the contribution
of tourism to the growth of GDP. From 1962 to 1969, about 4.9 percent
of the growth of GDP was due to tourism or from 1962 to 1977 about 5.2
percent. This suggests that tourism is an important income generator
and its importance is growing over time.
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Appendix 4.1 Sectors in The Input-Output Table
Sector AbbreviationDescription
1 FoodAgriculture and fishery foodstuffs
Agr Nes2 Agriculture and fishery, n.e.s.
Mininor3 Mining
Pro FooProcessed and manufactured food4
Bev Tob5 Beverage and tobacco
Tex Cotiextlles, cotton6
Tex N-CtTextiles, not cotton7
Mex MscMiscellaneous textiles and made-up textiles8
FootwearFootwear9
Clthg CtClothing, cotton10
Clthg NcClothing, not cotton11
C1thz AcClothing accessories12
WnnrlWood product, furniture and fixtures13
Paper14 Paper and printing
Chemical15 Chemical products
Non-M Mn16 Non-metallic mineral products
Base MetBasic metal industries17
Metal Pd18 Metal products
MachneryMachinery, non-electrical19
Trpt EatTransport equipment20
EltronicElectronic components and equipments21




Mfg NesLeather, rubber and all other manufactures26
ConstrtConstruction27




RentalBuilding and property rental32
Source: Hsia, Ho and Lim (191SJ, P. G1.
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Appendix 4.2 Corresponding Sector in The Input-Output Table
and Percentage Share (1976) of the Shopping Items
Shopping Item, Scetor Share(%)
Jewellery 26 24.1
Garmemts 10-12, 6-8a 14.5
Eatches G Clocks 18 10.9
Cameras G Optical Goods 18 7.7
Souvenirs Items 26 5.2
Leather Goods 26,9a 4.9













adistributted equally among the sectors
bSince details are not available, the 'Others' items are not considered
and the moey spent on thenm are distrbuted among the included items
according to the items' relative share.




AN ECONOMETRIC FORECASTING MODEL OF THE ECONOMY
5.1 Introduction
In Chapter III we have a theory of demand for tourist services
which provides us a framework for analysing the determinants of the
expenditure and the arrival of international visitors coming to Hong
Kong. The models built are then useful in making forecasts of future
tourist expenditure and tourist arrivals, However, due to the over-
simplicity of the models, there are several possible sources of bias
in the estimators. The ordinary least-squares estimation we used in
estimating the parameters probably produces some biases and these biases
do not diminish as the sample size increases. One of the purposes of
this chapter is to correct this defect of the previous model by building
a medium-size econometric model of the economy with a special emphasis
on the tourist sector.
There are several other advantages of the econometric model in
this chapter. First, the model provides us far more information on
the economy, such as the inter-relation between some important variables
like gross domestic product, disposable income, private consumption,
capital formation and import of commodities and services, and the inter-
relation between these variables and the tourist sector. In addition
to tourist expenditure and tourist arrivals, we are going to investigate
some more variables of the tourist sector. These variables are the
revenue from service visitors, the tourist price index, the wage rate
and the employment in the hotel sector, and the expenditure of local
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residents travelling abroad. Second, forecasts of all endogenous
variables in 1978 to 1980 will be made. Third, the model enables us
to examine the effects of some government policies to the economy,
especially to the tourist sector. Fourth, with the use of the model,
we can evaluate the economic impacts of tourism to the economy and the
contribution of tourism to the growth of income of the economy.
5.1.1 The Inconsistency of the Ordinary Least-Squares (OLS) Estimators
In a single equation system, the dependent variable is expresse(
as the function of some explanatory variables. We may write a lineal
equation in the following matrix form: 1
Y XR+u (5.1)
where Y is an n x 1 vector of the n observations of the dependent
variable
B is a k x 1 vector of the parameters
X is an n x k matrix of the n observations of the explanator
variables
k is the total number of explanatory variables, including the
intercept term
u is an n x 1 vector of n observations of the stochastic
disturbance term.
Under certain crucial assumptions,) we apply the ordinary least-
quares method to get the estimator, b, a k x 1 vector, of 3. The
estimator is given by the equation (5.2).
(5.2)
1Some non-linear equations can be transformed into linear equations
See Johnston (1972), pp. 50-55.
2The assumptions are (i) the disturbance term has zero expected
value (ii) the disturbance term has constant variance and is not
autocorrelated (iii) the number of explanatory variables is less than
the number of observations (iv) the explanatory variables are sets of
fixed numbers, or if they are stochastic, each of them is distributed
independently of the disturbance term and the parameters.
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It can be shown that when these assumptions are satisfied, the
estimator is the best, linear and unbiased estimator (BLUE) of .
However, if on 'a priori' ground that some of the explanatory
,ariables at the same time are other functions of the dependent variable,
then the estimator b are no longer the best and unbiased. Let X
where X1 is the partitioned matrix formed by those explanatory variables
which are believed to be functions of the dependent variable, and X2
includes the rest of explanatory variables which are apparently
'independent'. For example, we express X1 as the function of Y and
some other variables represented by the n x m matrix Z. Then
(5.3)
Substituting equation (5-1) into function (5-3), we get
or, in reduced form, the following expression,
It is clear from expression (5.5) that X1 is correlatea witn U , or
Thus the expected value of the estimator is nor equal co LL1f-- dLLUdi
parameters, because
Moreover, we see that the probability limit of the estimator turns out
to be
(5.6)





Thus the bias of the estimator does not disappear as the sample size
is increased to infinitely large.
5.1.2 Simultaneous-equation System
The inter-dependence of many economic variables suggests that our
economy is a system of simultaneous equations. In a simultaneous-
equations system, the classical least-squares estimation, which expresses
one variable as the function of other variables, is not an appropriate
method to estimate the parameters. Before we introduce the method of
estimation we use to estimate the econometric model in this chapter,
we first distinguish three types of variables in the model.
The first type of variables is endogenous, or induced, variables
which are random variables that have a probability distribution whose
parameters are elements in the system. These variables have an effect
on the system and are affected by the system. In general, the endogenous
variables are correlated with disturbance terms. The second type of
variables is called exogenous, or autonomous, variables which are either
a set of known numbers or random variables that have a marginal proba-
bility distribution with parameters that are not elements of the system.
Exogenous variables have an effect on the system but are not affected
by the system. Thus we would find that the exogenous variables are
not correlated with the disturbance terms appearing in the system.
Not only exogenous variables are pre-determined, but lagged values of
endogenous variables are also pre-determined. These lagged endogenous
variables are of the third type of variables in the system.
In the present chapter, we study the determinants of some important
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variables in the tourist sector as well as the relation between the
tourist sector and the whole economy. However, in specifying variables
and functional forms of the equations in the system, we have met several
difficulties. First, the time-series is relatively short, being from
1962 to 1977. The government has official estimation and publication
of values of some important variables in the economy, such as gross
domestic product, private consumption, capital formation and invisible
export and import, only in 1961 and onward. The time-series of estimation
starts from 1962 means that we would have one-year lagged values of the
endogenous variables. As a result, we have only sixteen observations.
The number of observations thus limits the maximum number of explanatory
variables in each equations. In our model, the number of explanatory
variables in each equation is no more than seven. Second, some variables
which are believed to be important determinants of some endogenous
variables are excluded from the system primarily because of no sufficient
data. These variables include international capital inflow and outflow,
cost of transportation between Hong Kong and other countries, revenue
from transit passengers and aircrew members, and so on.
Although the system in this chapter is not linear - in the sense
that some equations are not linear - it is linear in the unknown para-
meters. The method used to estimate the unknown parameters is the two-
stage least-squares (2SLS) method. A particular equation of the system
may be written as:
(5.7)
where y is the n x 1 vector of observations on the endogenous variable
yl is the n x g matrix of observations on the other current
endogenous variables included in the equation
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B is the g x 1 vector of coefficients attached to the variables
in Y,
X1 is the n x k matrix of observations on the predetermined variables
appearing in the equation (including a column of ones)
Y is the k x 1 vector of coefficients associated with X1, and
U is the n x 1 vector of disturbances in the equation.
Since the inconsistency of the estimators in the ordinary least-squares
method is due to the correlation between some of the explanatory variablE
and the disturbance term, we would have to look for other g variables
which are themselves uncorrelated with the disturbance term, so that
when they replace Y1 in equation (5.7) consistent estimators can be
obtained by OLS estimation. These g variables are called instrumental
variables. In 2SLS estimation, the instrumental variables chosen are
the estimates of Y1, to be denoted 1 , which are obtained by regressing
each variable in Y1 on all the predetermined variables in the system.
Define X as the n x k matrix of observations on all the predetermined
variables in the system. Then at the first stage, we get the estimator
Y 1 as
(5.8)
At the second stage, we perform an OLS regression of y on an(
X1. The estimators of and y in equation (5.7) are given by:
It can be shown that these estimators are consistent.-
3 For a proof of this, see Johnston (1972), p. 383, or Klein (1974)
p.156.
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The 2SLS has several advantages over other methods of estimation
Eor simultaneous systems. First,2SLS can be used for over-identified
system while some other methods are applicable only when the system
is exactly identified. Second, as compared with other instrumental
variables methods, the advantage of 2SLS is that the use of the estimated
values of Y1 as the instrument variagles could produce efficient estimator
of the equation in the sense that Y 1 are replaced by best-fitting linear
combinations of all the unlagged instruments in the system.4 Third,
although we have another method of estimation, the three-stage least-
squares, which takes account of all the equations in a system and which
in certain circumstances may have greater asymptotic efficiency,5 2SLS
has less cost of computation. Moreover, 2SLS is a single equation
estimation so that we may only estimate those equations in which we
are interested without solving the whole system.
At the first stage of 2SLS, in each of the regression we estimate
K reduced form parameters, where K is the total number of predetermined
variables. Since our model is of medium size and the time-series is
relatively short - there are only sixteen observations - we run into
the difficulty at the first stage because the number of predetermined
variables is greater than the number of observations.
To get out of this difficulty, we have several ways. The first
way is to regress each endogenous variable on only a subset of the
predetermined variables, giving adequate degrees of freedom, and use the
estimated values of the endogenous variables as the instrumental variables
4See Klein (1974), p. 156.
5A. Zellner and H. Theil, Three-stage, Least-squares: Simultaneous
Estimation of Simultaneous Equations, Econometrica, 30(1962): 54-78.
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at the second stage. The estimated coefficients in the system will still
be consistent.6 The disadvantage of this method is that there is some
detree of arbitrariness in choosing the subset of the predetermined
variables at the first stage.
A second way is to evaluate the principal components of the precte
termined variable. Our new problem is the choice of principal components
In their pioneer work, Klock and Mennes suggested replacing X2 by a
small number of principal components.7 Our method follows Klein's
suggestion that we choose the principal components corresponding to the
four largest latent roots of X'X, where X is the matrix of all prede-
termined variables expressed in normalized form, with zero means and
unit variances, and then used just these principal components in the
first stage regressions.8 X'X is now a zero-order correlation matrix.
The principal components, Z, are mutually orthogonal, linear combina-
tions of the elements of X, giving the following equation,
(5.10)Z = XA
where A are the latent vectors or X'x. in otner woras, we ILd.c LU
solve the characteristic equation
(5.11)(X'X - XI)A = 0
where X is the latent roots. We then arrange the latent vectors in
such an order that the first vector has the maximum variance, the second
has the maximum variance among all linear combinations uncorrelated with
the first, and so on.
6 These instrumental variables are linear combinations o the suDseL
of the predetermined variables. Since the predetermined variables are
independent on the disturbance term, the instrumental variables are
unorrelated with the disturbance terms.
7. Klock and L. B. M. Mennes, Simultaneous Equations Estimation
Based on Principal Components of Predetermined Variables, Econometrica,
28 (1960): 45-61.
8L.R. Klein, Estimation of Independent Systems in Macro-econometrics.
Econometrica, 37 (1969): 171-192.
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5.2 The Econometric Forecasting Model
To build up the econometric forecasting model, we first choose
a set of endogenous variables to be included in the model. The choice
of endogenous variables will primarily depend on our purpose of the
model. Since we emphasize on the tourist sector, there are seven
endogenous variables in the tourist sector namely, tourist expenditure
tourist arrivals,,-expenditure of service visitors, expenditure-of
Hong Kong residents travelling abroad, tourist price index, employment
and wage rate in the hotel sector. On the other hand, some endogenous
variables, such as the wage rate in the manufacturing sector, appear
in the model-because they are the explanatory variables of some other
endogenous variables and they themselves are affected by the model.
Altogether there are twenty-seven endog-enQjjs variables and equations
in the model.
Since one of the purposes of the model is for forecasting, both
the coefficient of determination and the estimated standard error of
the disturbance term are important criteria for specifying the functional
form of the equations and in choosing explanatory variables. Occasionall,
the criterion of high sifnificance of the estimated coefficients was
sacrificed when we decided to choose a equation with low standard error
and low t-value of some coefficients rather than high t-value for all
coefficients but high standard error. Moreover, some variables with
low t-value of their associating estimated coefficient are included
in the model primarily because we believe that they are important
explanatory variables and the inclusion of them would provide us more
information in forecasting.
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5.2.1 Equations and Variables in the Model
R2 Se D-W
GDPM= CP+ CF+ CG+ E- M
GDPF= GDPM- TI
NDPF= GDPF- DC
Y= NDPF- TD+ GS
0.9940 0.4278 1.7757CP- 0.18750+ 0.50853 Y+ 0.46736 CP-1- 0.72595 D2+ 0.03421 M2
( 0.2539)( 1.3345) (1.2279)( -0.8851)( 1.0960)
CF= IPLD+ IPBC+ IC
0.9664 U.1414 1.314]3IPLD 0.39757+ 0.06675 GDPM- 0.10104 IT-1+ 0.56450 IPD-1
( 1.6747)( 3.0803)( -2.4321)( 3.0478)
0.9384 0.0774 2.251IPBC= 0.76071+ 0.06864 Y- 0.13218 KPBC- 0.26858 D7+ 0.23546 D6
(11.2690)( 3.63371)( -2.5746)( -5.6089)( 3.9639)
0.9212 0.0659 1.6248TI= 0.27913+ 0.02833 GDPM+ 0.03882 KPBC- 0.26209 D2
( 5.1592)( 2.4278)( 0.9339)( -4.8733)
0.9624 0.0745 0.4173TD= -0.27020+ 0.07491 GDPF-
(-4.9277)( 18.9305)
E_ (EC+ EOS+ ET+. ESV) 1.5
M= MC+ MO S+ MT
VT= E+ M





0.9752 0.9931 0.9265MC= 3.20703+ 1.01707 GDPM- 1.32642 D2- 3.92969 PM/P
0.6487)( 17.8041)( -1.4965)( -0.8456)
0.9674 0.0180 1.3227EOS= 0.03897+ 0.70168 EOS_1+ 0.00226 VT
( 2.1416)( 4.4531)( 1.8275)
0.9948 0.0329 1.6101.MOS= 0.05582+ 0.01136 VT+ 0.24641 MOS_1+ 0.09875 S72
( 1.0224)( 3.2985)( 0.7967)( 2.9541)
0.9902 0.0458 1.1432P= 0.17604+ 0.53449 PM+ 0.02921 DGDPM+ 0.24164 WMF+ 0.29256 RMl
( 2.2894)( 5.1711)( 1.4313)( 4.1835)( 1,5956)
0.9882 0.0887 1.8192WMF= -0.76167+ 1.28505 P+ 0.37227 IPLD
(-7.5968)( 6.9058)( 3.5383)
0.9954 0.0321 1.1231PE= -0.06291+ 1.04387 PM+ 0.01005 T
(-1.6789)( 21.5087)( 2.6078)
in ET= -0.14321+ 1.86118 in YC+ 0.19335 D4- 1.58512 in PTC- 1.26953 in R
(.4.6016)( 11.5968)( 3.5893)( -2.8645)( -3.5366)
0.9903 0.0480 3.2406+ 0.01235 DVT - 0.18598 D3
( 1.4778)( -5.2332)
ESV= -0.00811+ 0.98268 ESV-1 0.04361 D- 0.9965 0.0150 2.8924
(-1.0672)( 46.1457)( -3.6172)
In TA= -0.72112+ 1.92017 in YCN+ 0.12.143 D4- 0.01573 in PTC
(-29.1013) ( 205744) ( 2.4252) ( -0.0389)
+ 3.91211 In NC + 0.00487 DVT 0.9956 0.0482 1.4226
( 2.2104)( 0.6889)
0.9939 0.0296 -1.5096MT= 0.19118+ 0.00119 Y+ 0.12621 Dl+ 0.35397 MT -1 + 0.07277 S70




PT= 0.16530+ 0.03679 P-1+ 0.62720 PM+ 0.36584 TA
( 2.7589) ( 0.2412) ( 5.9246) ( 5.1851)
0.9913 0.0004 2.0698
NH= 0.00492+ 0.00094 HR- 0.00475 WH+ 0.00482 TA
( 7.7868) ( 7.9471) ( -4.8782) ( 4.5186)
0.9826 0.0631 1.6341WH= 0.14185.+ 0.26039 WMF+ 0.68237 P_1
( 1.0344) ( 2.1998) ( 2.7306)
R= coefficient of determinationNote:
Se= unbiased estimated standard deviation of the disturbance term
D-W= Durbin-Watson statistic
Numbers in parentheses are the t-values
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List of Variavbles in the mnrdel :
CF* = gross capital formation, billions of 1966 dollars
CG = government consumption, billions of 1966 dollars
CP* = private consumption, billions of 1966 dollars
CP_1 = one-year lagged private consumption, billions-of 1966 dollars
D1 = dummy variable for sharp rise in MT, 1 in 1977 and later,
0 elsewhere
D2 = dummy variable for world economic recession and oil crisis,
1 in 1974 and 1975, 0 elsewhere.,
D3 = dummy variable for political disturbance 1 in 1966-68,
0 elsewhere
D4 = dummy variable for the Expo '70, 1 in 1970, 0 elsewhere
D5 = dummy variable for falling arrivals of U. S. military visitors
1 in 1961-73, 0 elsewhere
D6 = dummy variable for high investment in the private building
and construction sector, 1 in 1965, 1976 and later, 0 elsewhere
D7 = dummy variable for low investment in the private building
and construction sector, 1 in 1961, 1968-70, 0 elsewhere
DC = depreciation for private investment, billions of 1966 dollars
DGDPM = first difference of gross domestic product at market price,
billions of 1966 dollars
DVT first difference of total volume of trade of goods and
services, billions of 1966 dollars
E* = total domestic export of goods and services, billions of
1966 dollars
EC* = domestic export of goods, billions of 1966 dollars
EOS* = export of services other than the expenditure of tourist anc
service visitors, billions of 1966 dollars
EOS-1 = one-year lagged export of services other than the expenditure
of tourists and service visitors, billions of 1966 dollars
ESV* = expenditure of service visitors in Hong Kong, billions of
1966 dollars
ET* = expenditure of foreign tourists in Hong Kong, billions o
1966 dollars
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GDPM* gross domestic product at market price, billions of
1966 dollars
GDPF* = gross domestic product at factor cost, billions of 1966 dollars
GDPF-1 = one-year lagged gross domestic product at factor cost,
billions of 1966 dollars
GS = government subvention, billions of 1966 dollars
HR = hotel rooms, thousands
IG = public capital formation, billions of 1966 dollars
IPBC* = capital formation in private building and construction
sector, billions of 1966 dollars
IPLD* = capital formation in private machinery and plant sector
plus that in land, billions of 1966 dollars
IPLD-1 = one-year lagged capital formation in private machinery and
plant sector plus that in land, billions of 1966 dollars
IT_1 one-year lagged rate of interest of time deposit, percent
KPBC = capital stock in the private building and construction
sector, billions of 1966 dollars
M* = total import of goods and services, billions of 1966 dollars
M2 = money supply definition two = sum of currency in the publi
demand deposit, saving and time deposit, billions of Hong
Kong dollars
MC* = import of goods, billions of 1966 dollars
MOS* = import of services less expenditure Hong Kong residents
abroad, billions of 1966 dollars
MOS-1 = one-year lagged import of services less expenditure of Hong
Kong residents abroad, billions of 1966 dollars
MT* = expenditure of Hong Kong residents travelling abroad,
billions of 1966 dollars
MT-1 = one-year lagged expenditure of Hong Kong residents travelling
abroad, billions of 1966 dollars
NC = index of population in the tourist generating countries,
1966 = 1.0
NDPF* = net domestic product at factor cost, billions of 1966 dollars
NH* = employment in the hotel sector, million
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P* = gross domestic product deflator, 1966 = 1.0
P-1 = one-year lagged gross domestic product deflator
PC = index of consumers price indices of the tourist generating
countries, 1966 = 1.0
PE* = unit value index for domestic export of goods, 1966 = 1.0
PM = unit value index for imported goods, 1966 = 1.0
PM/P = ratio of PM to P, 1966 = 1.0
PT* = tourist price index in Hong Kong dollar, 1966 = 1.0
PTC = ratio of PT to PC, 1966 = 1.0
R = price of Hong Kong dollar in terms of the currencies of the
tourist generating countries, 1966 = 1.0
RM2 = rate of change of M2
S70 = linear spline, 0 before 1970, 1 in 19/U,, Z in 19/1 ana so on
S72 = linear spline, 0 before 1972, 1 in 1972, 2 in 1973 and so on
T = time trend, 1962 = 1.0
TA* = tourist arrivals, millions
TD* = direct taxes, billions of 1966 dollars
TI* = indirect taxes, billions of 1966 dollars
Y* = disposable income, billions of 1966 dollars
YC = index of national income of the tourist generating countries,
1966 = 1.0
YCN = index of per capita national income of the tourist generating
countries, 1966 = 1.0
VT* = total volume of trade of goods and services, billions of
1966 dollars
VWT = index of volume of world trade, 1961 1UU
WH* = wage rate in the hotel sector, 1966 = 1.0
WMF* = wage rate index in manufacturing sector, 1966 = 1.0
Note: Variables with an asterisk are endogenous ones, the rest arE
predetermined.
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5.2.2 Discussion of the Equations
CONSUMPTION: In the present model, we have one equation for the
aggregate private consumption. Since our concentration is on the tourist
sector, no attempt has been made to resolve private consumption into
several components, such as durable and non-durable consumption.
We postulate that private consumption is a function of current
and past levels of disposable income, Y, and some measure of wealth
of people. We assume that the equation is linear and the lagged
disposable income and wealth are given weights which decline geometrically
with time.9 Thus the private consumption equation is given by:
(5.12)
where ut is the disturbance term, h, h2, h3, .... are the weights.
Equation (5.12) can be transformed into equation (5.13).10
(5.13)
Wealth can be defined in a variety of ways our all are u-Ll J LU1 L
to be measured. Therefore we use as a proxy the money supply in the
economy. Both definition one (Ml) and definition two (M2) of money
supply, in nominal term and in real term separately, have been tried.
9The geometric lag, or sometimes called the Koyck.lag, was first
introduced by L. M. Koyck. See L. M. Koyck, Distributed Lags and
Investment Analysis, Amsterdam: North-Holland Publishing Company, 1954.
10For a proof of this transformation see Pindyck and Rubinf eld
(1976) 2 pp. 213-6.
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It was found that current dollars of M2 gave the best result. This
suggests that the expenditure of people is affected by currency and all
types of deposits and, furthermore, it depends on the absolute level
of money supply rather than the ratio of money supply to price level
of commodities. In other words, money does matter.
In the private consumption equation, we added a dummy variable,
D2, to take the account of the fall in durable consumption during the
economic recession in 1974 and 1975.
The short-run marginal propensity to consume, which can be read
directly from the equation, is found to be 0.509. This means that the
immediate effect of a rise of one billion dollars in disposable income
on the private consumption is the increase of 509 million dollars in
the same year. However, this increase in private consumption will
induce further increase in private consumption in subsequent years.
Therefore the long-run marginal propensity to consume is obtained by
equating the lagged consumption with current consumption and solving
the equation. It is found to be 0.958. The figure seems to be too
close to unity,11 suggesting that the expenditure of people is greatly
affected by past levels of disposable income and wealth. 12
In his Budget Speech to the Legislative Council on February 28,
1979 the Financial Secretary pointed out that the economy is overheated
partly due to the fast-growing money supply as 'the so-called wealth
effect results in people spending more on consumption the wealthier
13they feel.' The present model gives a quantitative assessment on this
11Evans and Klein found that the long-run marginal propensity to
consume in the United States is 0.784. See Evans and Klein, (1968), p. 22.
12 The geometric weight is 0.4674.
13Financial Secretary, The 1979-80 Budget, 28th February, 1979,
para. 114.
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statement. It is found that an increase of one billion dollars of money
supply by definition two would cause a direct change of 0.034 billion
dollar in real private consumption in the same year and more private
consumption in subsequent years.14 This suggests that to cool the
economy, one way the government can do is to control the growth rate
of money supply. Thus the Financial Secretary deemed it necessary to
limit the power of the banks in creating credit, loans and advances.
He proposed in his Budget Speech (i) that the Banking Ordinance be
amended, so that 'short term Hong Kong dollar deposits of the Exchange
Fund shall be deemed to be deposits from a bank (and so subject to the
one hundred percent liquid assets requirement), while long term deposits
of the Fund will continue to be regarded as deposits from a non-bank
customer (and so subject only to the 25 percent liquid assets require-
ment)' and (ii) that both the amount of cash held by the banks required
to support the credit, loan and advances and the power of credit creation
of the banks be altered by 'converting part or all of the Exchange Fund's
long term deposits (at 25 percent), into short term deposits (at one
hundred percent) or vice versa.' 15
CAPITAL FORMATION: There are two equations for capital formation,
one for the capital formation in private machinery and plant sector
plus that in land, and one for the capital formation in private building
and construction sector. Capital formation in the public sector is
treated as an exogenous variable so that it can be used as a tool for
pursuing a particular government policy.
14Note that this direct change is different from the impact
multiplier. See section 5.3.2.
15Financial Secretary, op. cit., paras. 252-253.
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The most important difference between these two types of capital
formation, IPLD and IPBC, is that the latter is more affected by the
existing capital stock. We believe that since the capital stock in
the building and construction sector has a long life, its accumulation
(less depreciation) tends to discourage the increase in capital formation.
Aggregate income is obviously an important determinant of both
types of capital formation. Since IPLD is mainly related to the produc-
tion of manufacturing output, it is then more affected by the gross
domestic product at market price on the other hand, since IPBC depends
more on the household income, we include the disposable income as one
of its explanatory variables. Our results show that both types of
capital formation are affected by the absolute level of income only,
but not by the first difference or growth rate of income, suggesting
that the action of acceleration principle is not significant in Hong Kong.
The rate of interest is a measure of the cost of borrowing money
and the opportunity cost of not putting money in the banks. Thus an
increase in the rate of interest would have two negative effects on
capital formation. First, entrepreneurs would find that it is more
expensive and difficult to borrow money from the banks and other financial
intermediaries so that projects which previously yielded zero excess
profit will now probably be cancelled. Second, entrepreneurs might
rather deposit corporation saving at the banks or lend it to others at
the higher interest rate than investing the funds in capital formation.
However, it is a problem when we try to include an appropriate measure
of rate of interest as an explanatory variable in the capital formation
equations.
There are many types of rate of interest. For example, different
interest rates are paid for different types of deposit (except that
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no interest rates is paid for demand deposit) or different interest rates
are charged on credits, loans and advances of different lives of maturity
or the banks and financial companies may set different rates of interest
on the money lent to different customers, and so on. Thus no single rate
of interest can accurately reflect the cost of getting money for capital
formation. In the present model, we use as a proxy the rate of interest
paid for saving deposit as the short-term rate of interest and that paid
for one-year time deposit by the banks as the long-term rate of interest.
Moreover, we assume that the realisation of the effect of rate of interest
on capital takes one year so that the explanatory variable is the one-
year lagged rate of interest.
The short-term rate of interest was lowered than the long-term rate
of interest from 1962 to 1977, but unfortunately, it was rather inert with
a small range of fluctuation. Therefore we decided to use the lagged
rate of interest for time deposit, IT_ I' Our results shows that the esti-
mated coefficient associated with IT-1 in the IPLD equation is signifi-
cantly different from zero and has the right sign. The variable IT-1 was
dropped from the IPBC equation because the sign of its estimated coeffi-
cient was wrong in the first estimation. Thus a rise of one percent in
time deposit rate of interest tends to lower the capital formation IPLD
in the next year by 101 million dollars.
Other determinants of the two capital formation are the lagged capita]
formation for the IPLD equation and two dummy variables for the IPBC
equation. The addition of these dummy variables is because the capital
formation in the building and construction sector fluctuated widely within
the period and it is beyond the capacity of this medium-size macroeconomic
model to include more complicated explanatory variables.
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TAX: We separate the tax revenue of the government into the indirect
taxes and the direct taxes. Indirect taxes come mainly from general
rates, excise duties, royalties and concessions and stamp duties.
Since general rates are levied on. the occupation of landed property
at an annual percentage of the assessed rateable value, it is assumed
to depend on the capital stock in the building and construction sector,
KPBC. We further assume that the rest of indirect taxes are mainly
affected by current level of gross domestic product at market price.
In the indirect-taxes equation, a dummy variable is added to explain
the short fall in indirect taxes in 1974 and 1975. The marginal propen-
sity to tax indirectly is found to be 0.0668.
Direct taxes are mainly composed of earnings and profits taxes
(usually about 97 percent of the total direct taxes). According to
the existing tax structure, direct taxes are usually levied on the
personal incomes and profits earned in the previous year. Thus the
lagged gross domestic product at factor cost (gross domestic product
at market price less indirect tax) is the sole determinant in the equation
The marginal propensity to tax directly turns out to be 0.0749.
The two taxes equations are important to the government with respect
to the balance of the budget when setting up different policies. Since
both types of taxes depend positvely on gross domestic product, an
increase in government expenditure will raise gross domestic product
which in turn brings more taxes revenue to the government. Thus the
resulting increase in government deficit (or decrease in government
surplus) will be less than the original increase in government expenditure.16
-For a quantitative measureineilL ul Lite 1e LLULI vcw G11 t-lic
increase in government expenditure and the resulting change in govern-
ment budget- see section 5.3.3.
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EXTERNAL SECTOR (EXCLUDING TOURIST SECTOR): There are four equations
to be estimated in this sector. The first one is the merchandise export
(f.o.b.) which is the demand for our products of foreign countries.
A complete theory of export demand shows that domestic export is mainly
affected by the national income of the purchasing countries, substitution
effect between Hong Kong products and the import-competing goods of
the purchasing countries, substitution effect between Hong Kong products
and the outputs of our international competitors, the improvement of
Hong Kong products, and so on. For simplicity, we neglect the competition
between Hong Kong products and the exports of other countries so that
domestic export of Hong Kong grows with total volume of trade of the
world. In this case, the price effect is not an important factor in
the equation. A dummy variable is used to explain indirectly the effect
of oil crisis in 1974 and 1975 on Hong Kong export.
The result enables us to examine the performance of Hong Kong
export relatively to that of world trade. The elasticity of domestic
export with respect to the total volume of world trade is 1.3436,
showing that Hong Kong has achieved a significant growth in domestic
export in the past couple of-decades.
The most important determinant of the demand for imported goods
of local residents is the income of Hong Kong. We prefer using gross
domestic product at market price rather than the disposable income in
the import equation because a high proportion the imported goods is
machinery and production goods. We also include in the equation a
price factor, the ratio of unit value index of imported goods to the
GDP deflator, as well as the dummy variable, D2, which is due to oil
crisis in 1974 and 1975.
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The most notable result is that the marginal propensity to import
is found to be 1.01707. It means that a rise in the gross domestic
product of Hong Kong will cause directly a rise in the import of goods,
but the growth rate of the latter is higher than that of the former.
Our result is supported by the original data of Hong Kong. The ratio
of retained imported goods to gross domestic product at market price
in 1962 was 94.28 percent, a high percentage indeed but in 1977 this
figure rose to 95.01 percent. This high degree of dependence on
imported goods of Hong Kong causes a great amount of leakage of income
and low values of multipliers. 17
The income elasticity for total imports is estimated to 1.0603.
This figure supports the belief that Hong Kong imports quite a* large
amount of capital goods and luxuries which usually have high income
elasticities. Evans and Klein found that the short-run and long-run
elasticities for total imports of the United States are respectively
1.0 and 1.5.18 Our estimate is in between the two income elasticities
of the States but closer to the short-run one. For comparison, we







17For details, see Chapter IV and Section 5.3.3 in the this chapter
18Evans and Klein, (1968), p. 30.
19T.L. Chow, An Economic Study of Hong Kong's Imports 1959-72,
1974, (unpublished M.A. thesis), p.62.
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The estimated price elasticity for total imports in the present
study is -0.258. This figure seems to be a little bit small at first
glance, but it would not be surprising if we realize that Hong Kong is
highly dependent on nearly all types of imports, both consumer's and
producer's goods. The short-run and long-run price elasticities. for
imports of the United States are respectively -0.3 and -0.4,20 both
being slightly greater in magnitude than our estimate for Hong Kong- 21
For the invisible trade, the export and import of tourist services
are separated out and studied below while the residual parts are now
studied by two separate equations, one one the export side and the other
one on the import side. The residual export of services, EOS, consists
mainly of the expenditure in Hong Kong of foreign airline and shipping
companies expenditure by U.K. troops stationed in Hong Kong. The
expenditure of foreign airline and shipping companies evidently grows
with. the total volume of foreign trade of Hong Kong, but the expenditure
of U.K. troops remained nearly unchanged in the past sixteen years.
Thus we assume that EOS depends on the current level, and on past levels
with geometrically declining weights, of the total volume of trade.
This is actually the Koyck lag distribution, so that after rearrangement,
the explanatory variables are the unlagged total volume of trade and
the lagged residual export of services, EOS_1. EOS increases by 2.26
million dollars for every increase of one billion dollars in volume of
trade, but it has a 'good memory' that the estimated coefficient of
the lagged EOS is 0.70168.
20 Evans and Klein, op. cit
L1 Other estimations of the price elasticity for total imports of
Hong Kong are -0.417, by T. L. Chow, and -2.040, by T. B. Lin. See
T. L. Chow, op. cit., and T. B. Lin, Determinants and Projections of
Hong Kong's Imports, 1976 (mimeographed), p. 44.
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The residual import of services, MOS, include mainly passenger
fares, expenditure of Hong Kong students abroad, expenditure abroad of
the government and communication. The formulation of the MOS function
is the same as that of EOS, except that there was an obvious structural
change in 1972 so that we added a linear spline, S72, in the equation.
The values of S72 are zero before 1972, one in 1972, two in 1973 and
so on. A rise of one billion dollar in volume of trade leads to 11.36
million dollar of residual import of services.
PRICES: The first price equation is the deflator for gross domestic
product, P. Quite contrary to the monetarist's view on inflation that
there is no cost-push inflation, our equation is actually a combination
of demand-pulling and cost-pushing factors. The first cost-pushing
force is the unit value index of the imported goods. Hong Kong, being
a small open economy, can hardly escape from inflationary impact from
abroad. For example, the price level of commodities (measured in terms
of either GDP deflator or consumer's price index) -in Hong Kong jumped
sharply when the world experienced a rampant inflation in 1974 and 1975.
Another contributing factor originating from the cost of production is
the wage rate of labour. For simplicity, only the (nominal). wage rate
in the manufacturing sector is considered. According to the-marginal
product theory of distribution, labour is paid its marginal revenue
product. Thus the consequence of a rise in wage rate due to, for example,
a request for better paid from the trade unions, is a proportionate
rise in the marginal product of labour or an increase in the price of
output, or both. Of course, given finite elasticity of demand for the
output and that for labour, the quantity of output sold and the employ-
anent will be lowered at higher prices and wage rate. On the demand-
pulling side of inflation, we include two factors one is the money
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supply and the other one is excess aggregate demand. We have tried
equations with different definitions in different forms of money supply
and we found that the rate of growth of money supply by definition two
is a more significant factor. In the present-model, there is only an
aggregate demand equation but no aggregate supply equation, so that we
cannot measure directly the excess- demand. For short-run analysis, we
use as a proxy the first difference of gross domestic product at market
price, implying that a bigger increase in GDP would cause an rise in'
excess demand (or a fall in excess supply).







Thus the GDP deflator is most sensitive to unit value index of
imported goods, PM, but less to the wage rate in the-manufacturing
sector, WMF, and to growth-rate of money supply two RM2, but least to
the change in gross domestic product, DGPM.
The wage rate equation is the demand equation for labour. Since
we take it for granted that labour is paid its marginal revenue product,
the two factors affecting the wage rate are marginal revenue (or, price,
if the commodity market is perfectly competitive) of output and the
marginal product of labour. We use the GDP deflator to reflect the
marginal revenue on the belief that at a higher level of GDP deflator
producers are willing to pay more to workers and workers would bid for
more wage because of a higher cost of living. However we have difficulty
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in finding a variable to measure the marginal product of labour. Since
capital increases the productivity of labour, we add the capital formation
in machinery, plant and land in the equation as an explanatory variable.
We believe that at least in the short-run, labour and capital are comple-
mentary although they are substitutes to each other in the long-run.
The most important factor of wage rate is the general price level
of commodities. The rate of change of wage rate with respect to the
GDP Deflator is 1.28505 and the price elasticity of wage rate is 1.1375
so that wage rate has been rising faster than the GDP deflator.
The unit value index of exported goods, PE, is partly explained
by the unit value index of imported goods, mainly because a high propor-
tion of inputs of industries is imported goods and services, and partly
explained by a time trend which takes account for long-term factors
such as the change of tastes of overseas consumers, competition from
other countries, technological and quality change of Hong Kong products,
change in transportation cost, and so on. PE grows slightly over time,
being about 0.01 of the index in 1966 per annum. The main cause of the
growth of PE is the rising prices of imported goods: the rate of change
and elasticity with respect to PM are respectively 1.0439 and 0.9904.
TOURIST SECTOR: There are seven equations in this sector, namely,
expenditure of foreign visitors, ET, expenditure of service visitors,
ESV, tourist arrivals, TA, expenditure of local residents travelling
abroad, MT, tourist price index, employment in hotels, NH, and wage
rate in hotels, WH. The functional forms and explanatory variables of
the tourist expenditure and tourist arrivals equations are basically
the same as those in Chapter III. The difference is that the equations
in the present chapter are estimated by two-stage least-squares method
so that we are confident that the estimated coefficients are consistent.
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Table 5.1 compares the estimators by ordinary least-squares (OLS) and
by two-stage least-squares (2SLS) methods.
Table 5.1 Comparison Between The Estimators By OLS 2SLS Method$











(b) The Tourist Arrivals







Comparing the results by these two methods, the changes in the
estimated coefficients associated with the exogenous variables are
relatively small, especially those of the dummy variables. On the
other hand, the estimated coefficients of the endogenous variables are
all changed by a considerable amount for example, tourist expenditure
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appears to be more income elastic but tourist arrivals less income
elastic if the consistent 2SLS estimation is used instead of the OLS
estimation, and similarly tourist expenditure turns out to be more
price elastic but tourist arrivals less price elastic. The effect of
exchange rate of Hong Kong dollar on the expenditure of tourist is
greater now but still remains to be statistically insignificant on the
arrivals of tourists. A change in total volume of foreign trade of
Hong Kong would cause a greater demand for Hong Kong tourist services
both in terms of value and in terms of number of arrivals - though the
estimated coefficient associated with the change in total trade volume
is not highly significant, it is still included in the tourist-arrivals
equation because we believe that it is an important explanatory variable.
The 2SLS also gives a higher estimate on the effect of the population
in the tourist generating countries on the number of tourists coming
to Hong Kong. Thus by making the assumption that the variable YCN is
approximated as the ratio of YC to NC, the tourist-arrivals equation
becomes:
in TA = -0.72112 + 1.92017 in YC + 0.12143 D4
n n157'1 in PT + 1.99194 In NC + 0.00486 DVT
(5.14)
Moreover, by dividing the tourist expenditure equation by the
tourist arrivals equation, we get the per capita expenditure of the
tiurist FTN :
In ETN = 0.57791 - 0.05899 In YC + 0.07192 D4
1.56939 In PTC - 1.26953 In R
- 1.99194 In NC + 0.00749 DVT
- 0.18598 D3 (5.15)
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Lastly, we want to say a few words on the reliability of 2SLS
eatimators. Although from theoretical considweation, we are confident
that 2SLS produces consistent eatimators while OLS does not, the fact
is that we are having finite samles, especially the time series of our
estimation is relatively short (sixteen observations). As we do not
know the ture values of the parameters, we actually cannot be sure how
much the 2SLS is better that the OLS estimation. Perhaps we do not go
any further on this point but just quote some of the results of the
Monte Carlo Studies which compare the perfromance of different methods
of estimation. 'The OLS estimates generally displany the greatest finite
sample bias,22 of all the estimators considered, the consistent estinators
show some finite sample bias, but the means of the sampling distributions
are not usually significantly different from the true calues.23 while
OLS estimators frequently has a smaller standard standard deviation about the
expected values than the other estimators do, this gain is swamped by
the cost in terms of the extent of bias present. These results support
the suppoert of the 2SLS over OLS Comparing 2SLS with other consistent
estiamations, such as limit- infromation maximum likelihood(LIML),there-
stage least-squares(3SLS) and full-information maximum likelihood(FIML),
Summers in his experiment found that when the predetermined variables
are not highly correlated 2SLS is significantly inferior to other
consistent estmation but is better when the variables are highly
correlated.24 However, the additional computational costs associated
22Saple bias = E(B)-B, where B is the estimated parameter
23 Johnston,(1972),p.410.
24R.Summers,"A Capital Intensive Approach to the Small Sample
Properties of Various Simulraneous Equation Estimators,"Econometrica,
33(1965):1-41.
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with LIML, FIML and 3SLS make 2SLS an appropriate estimation process for
most econometric. models.
The expenditure of service visitors in Hong Kong, ESV, was greater
than that of the tourists in 1962, but it declined rapidly with time
until it was approximately levelled off from 1974 onward. Obviously
the decline in ESV is mainly due to the withdrawal of the U.S. troops
from South-east Asia and the fall in the number of U.S. military members
coming to Hong Kong. This factor is explained indirectly by the dummy
variable D5. Since ESV fell slightly annually from 1974 to now, for
simplicity we add another explanatory variable, ESV-1, the lagged
expenditure of service visitors.
The expenditure of local residents visiting foreign. countries, MT,
would mainly depend on the disposable income of Hong Kong. Thus with
the increasing affluence of Hong KOng residents, we would expect that
more people would travel abroad. We assume that MT in a particular
year would also be affected by past levels of disposable income with
geometric declining weights, then we add the value of MT in the previous
year in the equation as another explanatory variable. There are two
indirectly explanatory variables in the MT equation. The first one
is a linear spline, S70, which measures the structural change in 1970,
and a dummy variable, D1, which reflects the significant jump in 19 77 .
Assuming that the structural change in 1970 is the change in the
propensity to spend on foreign travel with respect to disposable income,
we can estimate the appropriate MT equation in each period. We regress
the spline, S70, on first-stage estimated disposable income from 1970
to 1977. The estimated equation is:
S70 = -8.12424 + 0.79007 Y (5.16)
(-6.1747) (9.7419)
174
DW = 1.1128RL = 0.9405 Se = 0.6451
Thus substituting equation (5.16) into the MT equation for the appropriate
period, we distinguish the following three MT equations:
1962-69: MT = 0.19118 + 0.00119 Y + 0.35397 MT- (5.17a)
MT = -0.40002 + 0.05868 Y + 0.35397 MT- (5.17b)1970-76:
MT = -0.27381 + 0.05868 Y + 0.35397 MT- (5.17c)1977:
Equations in (5.17) provide us information on the relation between the
disposable income and the expenditure of Hong Kong residents travelling
abroad. For example, we can estimate the short-run and long-run marginal
propensity to travel and income elasticity of travel. The values for





Judging from the income elasticities, toreign travel is a luxurious
goods to Hong Kong residents, and in the long-run, the income elasticity
of travel is as high as 1.8994 which is slightly higher than the income
25
P1astty of ex'Denditure of foreign visitors in Hong Kong. This
25'Strictly speaking, the two income elasticities are not comparable
because for Hong Kong we use the disposable income but for the tourist
generating countries we use the national income. In order to have an
alternative interpretation, we regress the disposable income on the
rV , Anmact rrnturt nt market price in Hong Kong:
In Y = -0.16507 + 0.9 8751 In GDPM
(_11.5757) (184.9270)
D-W = 1.8624Se = 0.00783RZ - 0.9996
Thus the elasticity of overseas travel expenditure of Hong Kong resident:
with respect to gross domestic product is 1.8757 which is still slightly
greater than the national income elasticity of expenditure of foreign
tourists in Hong Kong.
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means that when the income of people in Hong Kong and that in the tourist
generating countries have the same rate of growth, we would expect that
import of tourist services would grow faster than the export of tourist
services. Thus it is not surprising to find that the surplus in the
tourist account declined rapidly over the past twenty years because
the affluence of people in Hong Kong rose with a significant rate.
Since the tourist price index is weighted heavily by the shopping
expenditure of the tourists, it would then be affected by the price
of the imported goods purchased by the tourists. We use the unit value
index of total imports as a proxy for the price of these goods. For
other determinants of the tourist price index, we include the tourist
arrivals which reflects the pressure on incoming visitors on the price
of other tourist services such as hotel service, and also the GDP deflato
which takes into account the prices of domestic goods. It is found
that the lagged GDP deflator gives a better result, but after all, it
is not significant. It appears that the inflation in the tourist sector
is mainly imported, and the process of transmission of inflation is
principally through the price of imported goods purchased by foreign
visitors. The elasticity of tourist price index with respect to unit
value index of total imports is found to be 0.6066 but that with respect
to tourist arrivals is only 0.2015.
There are two equations for the hotel sector. The first one is
a demand equation for labour of the hotel sector, with employment as
the dependent variable the second one is the supply equation, the
dependent variable being the wage rate in the sector. We assume that
there is a high degree of labour mobility between the hotel sector and
other sectors in the economy so that the supply of labour in the hotel
sector which, we assume, are mainly the wage rate in the manufacturing
sector and the GDP deflator (lagged).
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Once the wage rate is determined, we could get the employment.
While the demand curve is found to be negatively sloping, there are
two shifting factors, namely, the tourist arrivals and the number of
hotel rooms. The slope of the demand curve is -2.105 million man-year
per one percent of the wage rate index, and the price elasticity is
0.625. For one million more foreign visitors coming to Hong Kong, about
an additional 4.82 thousand workers per year are needed in the hotels.
However, the number of hotel rooms seems to be a more important deter-
minant than the tourist arrivals because the elasticity of employment
in hotels with respect to the former is 0.7581 which is much greater
than that with respect to the latter (only 0.3404).
5.3 Simulation and Policy Analysis
After the specification of the model and the estimation of the
parameters, we are in the position to carry out forecasting and policy
analysis. However, these two applications of the model involve the
solution of the system which means that given the estimated parameters
and a set of values of the predetermined variables and error terms we
are required to find a set of values of the endogenous variables satis
fying the equations. To illustrate this point, we assume a completely
linear system (parameters and variables) given by:
(5.18)
where A is an n x n non-singular matrix of coettici.ents o n enaogenous
variables,
B is an n x m matrix of coefficients of m predetermined variables,
et is an n x 1 error vector.
Equation (5.18) can be arranged to:
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(5.19)
Thus knowing the estimated coefficients and values of the predetermined
variables and the error terms, we can get the inverse of A, perform
matrix multiplication and finally find the required values of endogenous
variables. For simplicity, we set the values of the error terms to be
zero, their expected value, and the solution called the non-stochastic
solution. For stochastic solution, we generate random series for the
error terms and then solve equation (5.19).
Unfortunately, most macro-econometric models, including the present
one, are nonlinear in variables though linear in parameters. The preser,
model has a combination of linear, log linear and ratio variables
(relative prices). The above matrix-inverse-and-multiplication method
is thus not applicable and we have to find non-linear methods of solutic
The method we used to solve the system is the Gauss-Seidel Algorithm
which is efficient in terms of computer time.
5.3.1 Gauss-Seidel Algorithm
We write the i-th equation of the present model,
i = 1, .... 27 (5.20)
For non-stochastic solution, we choose zero values for the aaaitive
random errors. We then normalize the system so that each endogenous
variables is expressed in terms of other endogenous variables and the
predetermined variables. The i-th endogenous variable is given by:
(5.21)
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The essence of the Gauss-Seidel method is that we first assign initial
to the endogenous variables, then substitutevalues,
the initial values into the tirst equation to get the calcul.atea value
of the first endogenous variable, then replace the initial value of
this variable with the calculated value and repeat with the second
endogenous variable, and so on, until we get a complete set of calculated
values of the endogenous variables. Then we repeat another iteration
with the calculated values instead of the initial values, and get new
values of the endogenous variables. For example, the value of the i-th
endogenous variable in the r-th iteration is given by:
(5.22)
After each iteration, the newly calculated value of each endogenous
variable is compared with its value in the previous iteration, and the
computation stops after r iterations when
for all i = 1,......., 27 (5.23)
where c is a preassigned small number wnose value aepenas on Lne ueslreu
degree of accuracy.
In applying the Gauss-Seidel method to find the solution of the
system, several problems may appear. First, solution of non-linear
equations may not be unique, although they are in most applied models.
Thus in the case of multiple solution, the computed values would depend
on the initial values of the endogenous variables chosen. In solving
the present macroeconometric forecasting model, we have not tested for
multiple-solution by varying initial conditions, but just take the lagged
values or the computed values in the previous time period of the endo-
genous variables as the initial condition. This is because all the
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endogenous variables in the model change steadily over time so that
the simulated values would not be too far away from the values in the
previous period. Even though there might' be multiple solutions for
some endogenous variables, it is highly likely that the computation
will reach our desired solution. Second, it is no guarantee that
iterations by the Gauss-Seidel method always converge. Empirically,
convergence depends on both the ordering of the equations and the choice
of the dependent variable to he placed on the left of the equation. 26
5.3.2 Historical Simulation
In the present macroeconometric model, there are two types of
predetermined variables, the one-year lagged endogenous variables and
the exogenous variables (whether lagged or not lagged). Then the i-th
equation of the system in year t can be written as:
(5.24)
where x1t,...., xmt, are the exogenous variables. Thus we define the






26 For a derivation of the necessary and sufficient conditions for
convergence of the Gauss-Seidel method, see W.L. Chou, Necessary and
Sufficient Conditions of Gauss-Seidel Process, December, 1978 (mimeographed)
For an illustration and discussion on the convergence problems of the
Gauss-Seidel method, see G. Fromm and L.R. Klein, Solutions of the
Complete System, in J.S. Duesenberry, G. Fromm, L.R. Klein and E. Kuh
(ed.), The Brookings Quarterly Econometric Model of the United States,
Chicago: Rand McNally, 1968.
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We start solving the system in the year r by Gauss-Seidel iterations
given the exogenous variagles in year r and the lagged endogenous
variables in year r-1. In the next year r+1, we solve the system again,
using the computed values of y i r as lagged endogenous variables, together
with exogenous variables x i,r+1 The process is repeated until we come
to the period r+s. For the present model, the period of simulation
starts from 1962 and ends at 1977.
Two-stage least-squares estimation is a kind of single-equation
estimation, though it is applied to simultaneous-equations system,
so that each equation is estimated separately. The values of the
estimated parameters in each equation are so chosen that the sum of
squares of the error terms is a minimum. We have several criteria to
evaluate the estimated parameters and the equation, such as the t-values,
coefficient of determination, estimated standard error, Durbin-Watson
statistic, etc. However, if we turn to the whole system, considering
all the equations simultaneously, the problem of evaluation is more
complicated. First, since the model has to be evaluated simultaneously,
high statistical significance for some equations may have to be balanced
against low statistical significance for other equations. Second, since
in a multi-equation system, most of the endogenous variables are inter-
independent, that all the individual equations fit the data well and
are statistically significant does not imply that the model as a whole,
when simulated, will reproduce the same data series closely. In ex post
or historical simulation, it is possible that some equations fit the
data well but others not, and that the error fo estimation may accumulate
over time so that the solution of the system is getting farther and
farther away from the actual data.
To evaluate the present model, we perform a historical simulation
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from 1962 to 1977 by the Gauss-Seidel method, given the series of actual
exogenous variables from 1962 to 1977 and the values of the endogenous
variables in 1961. To measure quantitatively the degree of 'fitness'
of the simulated values, we define and calculate the following terms :
(a) RMS (root-mean-square) simulated error or RMS error
(b) RMS percent error
(c) Mean error
(d) Mean percent error
the actual value of Ywhere
the simulated value
the number of periods in the simulation
The most often used measure to evaluate the performance of each
individual equation when the model is simulated are the RMS error and
the RMS percent error. Both terms are a measure of the deviation of
the simulated variable from its actual time path the difference
between them is that the former is in absolute values but the latter
is in percent terms. Thus the former should be compared with the mean
of the variable. Since the errors or the percent errors are squared
first before they are summed together, the RMS error and the RMS percent
error are not affected by the sign of each error. This advantage makes
these two terms better measures of the 'fitness' of the equations than
the other two, Mean error and Mean percent error, do. Thus the latter
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two may have very small value if large positive erros cancel out large
negative errors. 27 The results of historical simulation is given in
Table 5.2.
The performance of the present model in historical simulation can
be summarised below. First, we find that there is no evidence of
accumulation of the solution error, i.e., it is not likely that the
simulated values would diverge over time farther away from the actual
time paths. Second, by the criteria of the above four measures, some
equations fit the data well but some not. With respect to the RMS
percent error, out of the twenty-seven endogenous variables in the
model, nineteen have a value smaller than five percent. It is felt
that some equations are difficult to be estimated because the present
model is not large enough and the time-series long enough to include
sufficient explanatory variables. In the tourist sector, only the
RMS percent errors of ESV and WH are greater than five percent, being
8.9 and 5.3 percent. The performance of PT is the best of all its
RMS percent error is only .1.72 percent. Equations which deviate.consi-
derably from the actual time path are equations of capital formation,
equations of taxes and equations of wage rate.
5.3.3 Multipliers and Policy Analysis
An important application of a macroeconometric model is the
evaluation of government policies with respect to their effects on the
economy. It is felt that beginning in the seventies, the government
is playing more and more active role in affecting, under some
27ometimes mean absolute errors and mean absolute percent errors
are calculated to avoid the problem of positive and negative errors
cancelling.
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Table 5.2 Results of Historical Simulation
rnPM rnPF NDPF Y CP CF IPLD LrbU



















0,10% 1.31%0.06%0.32%-0.01%-0.03%0.16%Mean Percent Error
TA MT PT NH WH
1.419 41.3412 0.01080.55040.8720Mean
0.06790.00030.02770.02380.0267RMS Error
5,32%4.31%1.72%4.63%RMS Percent Error 3.88%
-0.0040
-0.0001-0.0003 0.00000.0002Mean Error
0-07 0.18% 0.07%0.20%0.10%Mean Percent Error
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preferred economic objectives, 28the allocation of resources in the
economy. For example, the government expenditure was growing relative
to other final demands during the economic recession in 1974 and 1975.29
Because of the present banking and currency-issuing structures, the
government seldom employed monetary policy until in this year (1979)
when the Financial Secretary proposed in his Budget Speech the amendment
of the Banking Ordinance so that the government can have more freedom
in controlling the money supply. In view of the growing importance of
the fiscal and monetary policies, we deem it necessary in this section
to evaluate the economic impacts of these policies to the economy,
especially to the tourist sector.
One way to measure the dynamic response of the economy (i.e., the
endogenous variables in macroeconometric model) to some government
policies (i.e., some exogenous variables) is by estimating the corres-
ponding multipliers. To illustrate the concept of multipliers in a
dynamic model, let us rewrite the linear model in equation (5.18):
( 5.18)
The non-stochastic solution of the model is
(5.25)
contains the reduced form coefficients.where
28These economic objectives include full employment, mild inflation,
steady growth rate and even income distribution.
29The percentage of government expenditure in gross domestic product
at market price, both in real terms, was 6.52 percent in 1973. The
figure rose to 7.05 and 7.17 percent in 1974 and 1975 respectively,
and then fell to 6.65 percent again in 1976.
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In the present model, the endogenous variables have no more than one-
year lag. We then partition the-Matrix of predetermined variables into
two aubmatces,one for the lagged endogenous variables, and the other
one for the exogenous variables. In other words, we let
Cirrespindingly, We Dartition the matrix II so that
Thus equation (5.25) becomes:
(5.26)
where II1, is n x n matrix of the coefficients of the n lagged endogenous
variables
112 is n x (m-n) matrix of the coefficients of the (m-n) exogenous
variables
Zero columns appearing in II means nat the cirresponding endogenws
variables do not appear lagged in any equation.
Multiplier analysis is thus the study of changes in the simulates
values of the dynamic model when a particular exogenous variable is
imagined to be changed by unity in a particular time period (usually
in the first period of simulation). Depending on the span of time,
we would distinguish three types of multipliers. The impact multiplier
of an exogenous variable with respect to an endogenous variable is the
change of the endogenous variable in the current period of time, after
considering all repercussions among the variables, when there is an
unit change in the exogenous variable. Thus impact multipliers are
given by the reduced form coefficients in the matrix H2-
In subsequent periods of time, the exogenous variables are allowed
to follow the original time path. However, for a change in some or all
exogenous variables in period t, not only the endogenous variables in
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that period but in later periods also would be changed. This is because
the simulated values of the endogenous 'variables in period t - which
would be different from those should there be no change in the exogenous
variables - are used as the lagged endogenous variables in period t+l
these simulated values are again used in period t+2, and so on. In
some cases, these deviations of the endogenous variables from the original
time path accumulate over time (thus an unstable system) and in some
cases, these deviations diminish gradually (thus a stable system).
For example, the solution of the system in period t+s is given by:
(5.29)
From equation (5.26), we can define the dynamic multiplier in the perioc
t+s which is the change in the endogenous variable in period t+s due
to an unit change in the exogenous variables in period t. It is then
equal to 11,S1I2. Note that the dynamic multiplier in period t is just
the impact-multiplier. We can also define the long-run multiplier, or
the equilibrium multiplier called by Goldberger,30 which is the sum of
the dynamic multipliers from period t up to infinity, 31 i.e.,
(5,301
The condition for a stable system is that n' converges to zero as j
increases and the condition is satisfied when all the eigenvalues of
30A.S. Goldberger, Impact Multipliers and Dynamic Properties of
the Klein-Goldberger Model, Amsterdam: North-Holland, 1959.
31 The long-run 'multiplier can be alternatively defined as the
dynamic multiplier at infinity when there is an unit change in the
exogenous variables in each period. It can be easily seen that these
two expressions of the-long-run multiplier are equivalent.
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the matrix H i have modulus less than unity .32
In this section, we perform two experiments. In the first one,
the government expenditure was increased by one billion dollar (at
constant price of 1966) in 1962, and in the second one, the money supply
definition two was increased by one billion dollar (at current price)
in 1962, and then we examine the changes in all endogenous variables
in 1962 and in subsequent years. The results are summarised in Tables
5.3 and 5.4 and the passages below.
(1) The increase in government expenditure or money supply exerts
an impact, directly or indirectly, to nearly all endogenous variables.
However, the deviations of the endogenous variables from the original
time path-decrease over time, showing that the system is a stable one..
(2) The government expenditure is an aggregate demand so that
its increase affects the gross domestic product first, which then
increases the household and entrepreneur consumption on domestic and
foreign goods and increases the price level of domestic goods too.
On the other hand, the increase in money supply first encourages more
private consumption and pushes up the price level of goods, followed
by higher gross domestic product.
(3) It is surprising at first glance to find that the impact
multiplier of gross domestic product with respect to government expen-
diture is 0.6879, and the long-run multiplier is 0.8169 only (neglecting
the dynamic multipliers after-1977). In other words, although government
expenditure is one of the component of gross product, its increase
one year could not bring at least the same increase in the latter,
either in the short-run or in the long-run. Although highly unlikely
32See Wallis (1973), p. 109.
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Table 5.3 Changes in Selected variables for j.ncrease LLL VV GLiuu%-A.,, Ak------









-0.0001 0.0002-0.0027 0,0004-0.0062 0.00000.0000-0.0031 0.00011968










-0.0001 -0.0005-0.0058 -0.0001-0.0101-0.0056 0.00000.0000 0.00001974
-0.0004-0.000.1 -0.0002-0.0050-0.0086-0.0047 0.0000 0.0000 0.00001975
-0.0002
-0.0004-0.0042 -0.0001-0.0073-0.0041 0.00000.0000 0.00001976
_n nnnI-0.0033 -0.0001 -0.0002-0.0062-0.0033 0.0000 0.0000 0,00001977
TOTAL 0.8169 0.5649 0.8940 0.0160 -0.0160 0.0013 0.0005 0.0299 0.0593
The government expenditure in 1962 is increased by $1 billion.
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Table 5.4 Changes in Selected Variables for Increase in Money Supply




















-0.0006-0.0004 0.0 0.0000 0.00001977
TOTAL 0.0311 0.0881 0.0176 -0.0003 0.0007 0.0013 0.0022
The Money Supply, M2, in 1962 is increased by $1 billion.
0.0000
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in most large and relatively closed countries, this feature is possible
and reasonable in a small open economy like Hong Kong which depends
heavily on imported goods. The government spends part of her money on
imported goods, and pays the rest to local extrepreneurs and households.
The latter, because of more income, will purchase more consumer and
producer goods. The higher the import coefficient of the economy, the
lower the income multiplier would be. As the marginal propensity to
merchandise import of Hong Kong is as high as 1.017, 33 it is reasonable
to have a low income multiplier. Note that the ratio of the long-run
multiplier with respect to merchandise to that with respect to gross
domestic product is approximately equal to the marginal propensity to
merchandise import. The effect of government expenditure on the price
level is relatively small, the impact multiplier being 0.0321 and long-
run multiplier 0.0160. If we defind the dynamic elasticity as the product,
of the long-run multiplier and the ratio of the exogenous variable to the
endogenous variable concerned in the initial period, then the dynamic
elasticity of GDP deflator with respect to government expenditure is
only 0.00913. In addition to the domestic income of the economy, the
government expenditure contributes to the revenue of the government too.
The long-run indirect tax multiplier is 0.0299 while that for direct tax
is 0.0593. Thus the resulting increase in deficit (or decrease in surplus)
of the government is 911 Million dollars, being less than the original
increase in government expenditure.
(4) The effect of money supply to the gross domestic product is
relatively small, especially in the initial period when its increase
33This figure would higher if the import services is included.
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led to a decrease in GDP, This phenomenon is mainly because the total
imports induced is greater than the sum of all endogenous final demand
induced. The long-run income multiplier is only 0.0311. Money supply
exerts greater pressure on the prices than government expenditure does.
Although the long-run -multiplier with. respect to GDP deflator is 0.0176,
approximately the same as that of government expenditure, the dynamic
elasticity is 0.08227, about nine times that of government expenditure.
(5) The effects of fiscal and monetary policies on the tourist
sector are not great, but they both. tend to increase the tourist deficit
Expenditure of the tourists would he discouraged mainly-because of the
higher tourist price index. On the other- hand, local residents would
travel abroad more frequently and spend more at a higher level of income.
The wage rate in the hotel sector grows with the wage rate in the manu-
facturing sector, and the former tends to lower the employment in the
hotel sector.
5.4 Contribution of Tourism to Hong Kong
After the policy analysis, we carry out in this section two -more
experiments to evaluate the contribution of tourism to the local economy
In the first one, we estimate the multipliers for the tourist sector,
and the second one, we try to see how the gross domestic product would
have been changed should there be no growth in the tourist sector from
1962 to 1977. In both cases, the tourist expenditure and the tourist
arrivals are treated as exogenous variables.
5.4.1 Multipliers of Tourism
'First of all, the tourist expenditure and the tourist arrivals are
treated as exogenous variables that they have values equal to those
obtained in historical simulation. Then the value of the tourist
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expenditure in 1962 is given an increment of one billion dollar ana
34
that of the tourist arrivals is increased by the same proportion.
The changes in selected variables (i.e., the dynamic multipliers) from
1962 to 1977 are shown in Table 5.5.
The tourist expenditure evidently contributes to the gross domestic
product, with a long-run income multiplier 0.8530 which is quite close
to that of government expenditure. More interesting is that it is
comparable to the Type II income multiplier of tourism calculated in
Chapter IV - 0.7894 (not to the Type I income multiplier which is define(
in a different way). The latter is calculated from the static input-
output table,.basing on the assumptions of input-output analysis -
rigid factor proportions, linearity in behavioural functions, constancy
in relative prices and some unemployed resources in the economy - and
moreover, on the assumption that investment is treated as an exogenous
final demand thus it is, as expected, slightly less than the present
Pstimate.
The tourist sector exerts some pressure on the general price
level in the economy and on the tourist price index, but the latter
is more sensitive because it is affected directly by the tourist
arrivals. The tourist expenditure contributes to the gross domestic
product, and thus to the impact of goods and services too. This means
that the resulting increase in surplus (or decrease in deficit) in the
tourist account is less than the original rise in the tourist expendi-
ture. Moreover, the tourist sector is shown to be a tax contributor,
the long-run indirect tax multiplier and long-run direct tax multiplier
being respectively 0.0311 and 0.0616.
34This keeps the per capita expenditure constant.
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Table 5.5 Changes in Selected Variables for Increase in Tourisc Expenditur






























0.8530 0.5999 0.9331 0.0168 0.0014 0.1810 0.0311 0.0616 0.9646TOTAL
Trnirict FxnPnditiire in 1962 is increased by billion. Tourist Arrivals in increased by the same Drooortion.
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5.4.2 Contribution of Tourism to GDP
In this section, we would like to see what part of the growth of
the gross domestic product of Hong Kong from 1962 to 1977 was contributed
by the tourist sector. First of all, we examine two time paths of gross
domestic product in this period, the first being the historically
simulated one obtained in section 5.3.2 and the second being the simu-
lation under the assumption that tourism in Hong Kong within this period
did not grow, i.e.r both the tourist expenditure and the tourist arriva,s
remaining at the 1961 level. The two time paths are represented PeCT
tivelv by the curves I and II in Figure 5.21.
From the-two time paths, it is found that in the presence of tre
growth of tourism, the increase in GDP from 1962 to 1977 was 18.121
billion dollars (at constant 1966 price), while the increase in GDP
would be 17.0657 billion dollars (at constant 1966 price) should there
be no development in the tourist sector. Thus the contribution of the
tourist sector to the growth of GDP is 5.82 percent, which is very
Anse to the estimation in Chapter IV - 5.22 percent.
Another way to measure the contribution of tourism is by comparing
the present values of the two time paths in 1962. The results corres-
ponding to different discount rates are displayed in Table 5.6. The
first two columns in Table 5.6 show the sum of the discounted GDP from
1962 to 1977, either with or without the growth of tourism. The difference
of these two columns is the contribution of tourism to GDP and this is
shown in the third column. The last column is the contribution of
tourism expressed as a percentage of the sum of discounted GDP with
the growth of tourism.
If the discounted rate is taken to be zero, the corresponding
figures in the first two columns are just the sum of the GDP of the
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Table 5.6 Contribution of Tourism to Gross Domestic Product
Present Value of GDP (HK$ Bn) Contribution of Tourism













a average rate of interest for saving deposit, 1963-77
b acerge rate of intcest for one-year deposit, 1963-77
two time paths from 1962 to 1977 the contribution of tourism is then
3.54 percent. At higher discount rate, the percentage contribution of
tourism falls. For example, at a discount rate of 3.148 percent -
34
the average rate of interest for saving deposit from 1963 to 1977 -
the contribution is 3.39 percent or at a discount rate of 5.30 percent
- the average rate of interest for one-year time deposit from 1963 to
197734 - the contribution is 3.28 percent.
To determine the effect of the growth of tourism to the stability
of growth of GDP, we calculate the annual growth rates of the two time
paths and plot them on Figure 5.22.
In Figure 5.22,curve II (without growth in tourism) is well below
34It is no need to include the rate of interest in 1962 because
the value of GDP in 1962 needs not be discounted.
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curve I (with growth in tourism) for the first ten years but then gets
closer to curve I later. Although curve I has a standard deviation
of 4.444 percent while that of curve II is 4.401 percent, its coefficient
of variation is 0.498, being slightly less than that of curve II, 0.511.
Thus we conclude that tourism contributes not only to the growth of GDP
but also slightly to the stability of growth of GDP.
5.5 Forecasting the Economy for 1978-80
In this section, we shall perform ex post forecast (1978) and
ex ante forecast (1979-80) of the endogenous variables. These point
forecasts are simply the dynamic simulation of the model, given the
values of the endogenous variables in 1977 and a set of future values
of exogenous variables from 1978 to 19 80 . The future time paths of
the exogenous variables, which are unknown at the time of simulation,
are predicted by other methods or are preassigned basing on some assump-
tions. The followings are our assumptions on the growth of the exogenous
variables in the coming years.
(a) CG - Its value in 1978 is the preliminary figure of the
government. Its growth rate in 1979 is given in the Budget Speech,35
and that in 1980 is taken as 9.5 percent, its average annual growth
rate from 1971 fin 1977
(b) IG - Government expenditure on building and construction
in 1978 is the government's preliminary figure. Its growth rate in
1979 is again given in the Budget Speech - 30 percent, 35 and it is
assumed that the expenditure grows with the same rate in 1980. Government
expenditure on plant, machinery and equipment is relatively small so
35Financial Secretary, The 1979-80 Budget, Feb., 1979, p. 57
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for simplicity we assume it remains constant in 1977 to 1980.
(c) IT - Its value in 1978 is known, and its value in 1979 is
given by its value in the beginning of the year. Since only the lagged
rate of interest appears in the model, its value in 1980 is not required.'1
(d) VWT - It is assumed to grow at a rate of 8.06 percent, its
average annual compound rate from 1967 to 1977.
(e) HR - The number of hotel rooms in 1978 to 1980 are estimated
by the Hong Kong Tourist Association.36
(f) The national income, population, consumer price index and
exchange rate with respect to U.S. dollar in the tourist generating
countries and.the variable PW are the estimates of the Project Link,
Post-Linkage Simulation, prepared by Link Central Staff, University
rFAnncvlvanin_ Economics Research Unit.
(g) The exchange rate of Hong Kong dollar in terms of U.S. dollar
- Its value in 1978 is known, and in 1979 and 1980 it is assumed to be
HK$ 5/US$ 1.
(h) PM - It is estimated that the elasticity of PM with respect
to PW from 1962 to 1977 was 0.71. Therefore the growth rate of PM from
1978 to 1980 is assumed to be 0.71 times that of PW.
(i) M2 - Its value in 1978 is known. It is assumed to grow at
an annual rate of twenty percent (RM2 = 20 percent), its compounded
annual rate from 1970 to 1978.
In making the above assumptions, we have neglected two factors
which might affect the future values of the endogenous variables. The
first one is the oil crisis in 1979. At the time of making our prediction,
36Hong Kong Tourist Association, The Hotel Industry in Hong Kong
1977, 1978, p. 10.
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no sufficient information is available for estimating its effect to
the world price level, the world trade and the national income in the
tourist generating countries. The second factor neglected is the
decision of the government to cool the economy by controlling the
money supply. Up to now, we are not sure how far and how successfully
the government can do in this aspect.
Basing on the above assumptions, we simulate the dynamic model
for the years from 1978 to 19 80 . The forecast is given in Table 5.7.
The results enable us to evaluate the forecasting power of the
model by comparing the post forecast with some of the preliminary
official data. The comparison is displayed in Table 5.8.
The predicted values of gross domestic product, private consumption,
capital formation and tourist expenditure are quite close to the
preliminary official data, with a deviation less than three percent.
The forecasts on the merchandise trade and on the tourist arrivals are
not so satisfactory. It should be noted that the under-estimation
on the merchandise trade will lead to the under-estimation of the tourist
expenditure and tourist arrivals. Another possible source of error of
the predicted tourist arrivals is that the per capita national income
of the tourist generating countries had grown faster than the estimates
of the Project Link. On the whole, it is found that the mean percent
error and RMS percent error for the variables listed in Table 5.8 are
respcctively 2.percent and 3.65 percent.
Turning to the ex ante forecast, the gross domestic product is
expected to grow in 1979 and 1980 with a rate of over ten percent.
The main reason for this rapid growth is that both the private consump-
tion, capital formation and the government expenditure are expected
to grow at approximately the same rate as that in 1978. Thus it should
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Table 5.7 The Forecast of the Endogenous Variables
19801978 1979
Estimated GrowthEstimated Growth Es timated Growth
ValueValue Rate (%)Rate (%) ValueRate (%)
( 11.08)( 12.06) 35.774332.207328.7404 ( 9.54)GDPM
( 11.21)34.1395( 12.23)30.697827.3517 ( 9.39)GDPF
( 11.24)( 12.42) 30.629027.535224.4924 ( 9.39)NDPF
( 12.39) ( 10.94)29.393326.494323.5739 ( 9.54)Y
( 12.85)( 13.41) 32.006528.3625( 13.23)25.0094CP
( 12.30)( 16.32) 9.10438.1071( 17.71)6.9695CF
( 5.64)4.4088( 14.15)4.1734( 21.34)3.6561IPLD
( 6.71)1.8485( 7.70)1.7322( 0.77)1.6083IPBC
1.6348 ( 8.30)( 12.63) ( 8.69)1.50951.3888TI
( 14.09)2.0294( 10.97)1.7787( 6.57)1.6028TD
( 9.09)( 9.83) 32.193429.5119( 10.53)26.8716E
( 11.02)( 12.28) 40.082436.1051( 15.46)32.1549M
( 10.15)72.2758( 11.17)65.6171( 13.17)59.0265VC
( 9.08)( 9.17) 27.531525.2398( 10.51)23.1190EC
( 11.16)( 12.45) 36.097632.4731( 15.84)28.8784MC
( 9.01)0.5678( 10.07) ( 9.55)0.52090.4755EOS
( 11.22)2.2681( 12.14)2.0393( 11.77)1.8185MOS
( 4.80)2.5738( 7.54)2.45602.2837P (10.81)
( 6.06)4.1870( 11.71)3.9480( 12.90)3.5341WMF
( 5.08)2.5171( 5.65)2.3955( 6.85)2.2674PE
( 18.08) 2.5547 ( 9.59)2.3311( 11.60)1.9742ET
0.0065 (56.45)0.01480.0233 (36.49)ESV (27.08)
( 10.38)( 10.23) 2.34312.12271.9257 ( 9.68)TA
( 7.78)1.7166( 12.77) ( 9.24)1.59271.4581MT
( 6.43)2.5483( 6.74)2.3943( 8.99)2.2431PT
( 1.11) ( 14.37)0.01840.0161( 5.54)0.0163NH
(10.53) ( 6.59)2.90802.7282( 4.64)2.4684WH
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Table 5.8 An Evaluation of the Ex Post Forecast
DeviationPreliminary DataForecast
Growth












x 100aDevation in Dercentae Preliminary data
bExcluding the increase in stock
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be pointed out the government should tighten her expenditure if she
deems it necessary to cool the economy. The total trade will continue
to grow in 1979 and 1980 but it is unfortunately to find that the trade
deficit would probably get larger this year and in the next year because
total imports might grow faster than domestic exports.
Hong Kong May expect to have a big jump - 18.08 percent - in the
revenue from tourism in 19 79 , mainly because of the depreciation of
Hong Kong dollar, and this revenue can well cover the expenditure of
local residents travelling abroad. As the wage rate in manufacturing
sector is expected to grow at a rate of 11.71 percent this year, owners
of hotels might prepare to pay higher monthly wage - a rise by 10.53
percent - to the employees. As a result, the employment in the hotel
sector might drop slightly - remember the negatively sloping demand
curve - despite the increase in tourist arrivals this year. The
employment in the hotel sector would grow again in 1980 - at a rate of
14.37 percent - when the growth rate of the wage rate in the sector
falls to 6.59 percent.
Last of all, we compare the forecasts on tourist expenditure and
tourist arrivals from 1978 to 1980 basing on the 2SLS estimates in
this chapter and OLS estimates in Chapter III. This is presented in
Table 5.9.
Table 5.9 Comparison of the 2SLS and OLS Estimates
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The larger circle embodies the endogenous variables
The smaller circle represents the tourist sector.
All dummy variables, linear splines and the time tren
are not shown.
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Figure 5.3 Capital Formation in Private Machinery and Plant Secto:
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Figure 5.9 Export of Services Other Than the Expenditure of Tourists
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6.1 Principal Findings and Their Implications
We have seen that Hong Kong is highly dependent on a large variety
of imported goods, ranging from necessities-, luxuries, raw materials
and machinery. While on the one hand Hong Kong enjoys the advantages of
international division of labour, but on the other hand, this fundamental
feature of Hong Kong has led to several consequences. First of all,
the degree of inter-dependence of local industries is very low. Thus
when the output of an industry is increased by an unit value, a consi-
derable proportion of the inputs are imported production goods and
the repercussion effect on the local economy produced is practically
small.1 When a certain amount of money is injected into the economy -
for example, by an increase in export - it is expected that the leakages
through imports out of the economy in each round of circulation of money
is large so that the total income of the economy generated is compara-
tively small - only slightly greater or even less than the original
sum of money. We have seen that both the income multiplier of the
government expenditure and that of tourist expenditure are only close
to 0.9.
Like many other industries in Hong Kong, the tourist industry has
a high import content. Greater than forty percent of the payments of
the tourists is paid on the goods imported directly from overseas.
1 The repercussion effect is small in the sense that the output
multipliers of industries are smaller than those in many other countries.
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Thanks to the government policy, goods entering Hong Kong are not charged
for a tariff,2 so that foreign visitors find that many commodities
sold here, after the inclusion of a certain mark-up, are cheaper than
the same commodities sold in many other countries, or even in the coun-
tries of origin. In addition to this direct import, some more tourist
money will leak out as imports are demanded for the production of do-
mestic products consumed by the tourists. The total import content of
the tourist expenditure amounts to about fifty percent.
The leakage of about half of the tourist money has two implications.
First, the foreign exchange earned by Hong Kong from foreign visitors
is not the same as the total expenditure of the visitors, but equal to
the expenditure less the import content. Second, although the export of
tourist services is one of the components of the gross domestic product
of Hong Kong, the contribution of tourism to the income of local resi-
dents is less than the total payments of the tourists. In spite of
the leakage of the tourist money, our result suggests the implication
that while it is not correct to over-estimate the contribution of
tourism in terms of the absolute level (in nominal or real terms) of
tourist expenditure, it is equally wrong to under-state its contribution
by emphasizing too much on its import content. True, part of the tourist
money we receive would leak out of the economy,3 but we found that
export industries ranging from clothing to electronics, or textile,
footwear, toys, watches, all require a high proportion of imported
2Excise duties, however, are charged on alcoholic liquors, tobacco,
certain hydrocarbon oils and methyl alcohol.
3The import content would be even higher when we include the
following leakages: (i) households spend part of the income generated
by tourism on imported goods (ii) the government spends part of the
tax revenue generated by tourism on imported goods (iii) firms invest
part of the corporate saving generated by tourism and purchase foreign
raw materials and machinery.
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inputs. Therefore a just evaluation on the contribution of tourism is
to compare it with other industries, when the import content of all
industries concerned are excluded.
Because of the 'multi-product' nature of tourism, we, in Chapter
IV, disaggregate the tourist expenditure to investigate the amount of
output of each domestic industry consumed by the tourists. It is found
that among all the locally produced goods, the services sectors provide,
the greatest proportion to satisfy the demand of the tourists. These
services rendered to the tourists include hotel and restaurant service,
entertainment, tours and transportation, as well as the mark-up charged
by the trade sector. Local visible goods sold to foreign visitors are
not large in quantity, except that about 1.1 percent of the tourist
money is spent on beverage and tobacco which are partly consumed by the
tourists and partly brought by them out of Hong Kong. Since the tourists
coming to Hong Kong purchase, in addition to the imported shopping items,
locally produced goods and services, the tourist industry is in some
sense nothing but a combination. of domestic industries, the relative
share being dependent on the distribution of the tourist expenditure.
In other words, the economic impacts of tourism is determined by the
economic impacts of these domestic. industries.
We have evaluated the economic impacts of tourism from the point
of view of its ability to creat (i) income, (ii) employment, (iii)
government tax revenue, and (iv) foreign exchange. The impression we
get from the results is that since these four policy objectives are
not highly compatible tourism does not perform equally well in all
these four aspects. On the income side, as industries in Hong Kong
usaully have high import content, the income multiplier (the income
multiplier II in Chapter IV) of tourism is less than unity. This figure
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is in fact not high, but most other export industries have a even
lower income multiplier. The fact is clearer if one investigate the
factor content of these industries. It is found that important export
industries of Hong Kong like clothing, electronics and textiles, all
have comparatively low value-added content but high import content, so
that it is naturally acceptable that they have little income-generating
capacity. With respect to tax revenue and foreign exchange, the tourist
dollar also brings considerable economic impacts to the economy as com-
pared with those brought by the dollar paid-for the output of many other
industries. It should be emphasised that tourism ranks among the top
five when the power of generating income, tax revenue or foreign exchange
is concerned. However, on the other hand, it is disappointed to dis-
cover that tourism is not a so good employment generator as one might
think the position of the tourist industry falls to the twelfth by this
criteria. This point is further supported by the fact that the hotel
sector, the largest single sector within the tourist industry, is not
labour-intensive when compared with many manufacturing industries.
To reflect the relative significance of tourism, it is better to
investigate the actual performance of the industry. By the techniques
of input-output analysis and econometrics, we are able to estimate
that the total income generated by tourism from 1962 to 1977 is more
than five percent of the growth of GDP in Hong Kong for the same
period. Alternatively, if we discount the GDP in the presence of growth
of tourism and that in the absence of growth of tourism from 1962 to
1977, the contribution of tourism to GDP for the period is estimated
to be slightly more than three percent. Based on the actual values of
domestic export of each industry in 1977, tourism is the third impor-
tant industry, just behind clothing and electronic porducts, in earning
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foreign exchange. While we have already explained that this method of
estimation is biased as the import content has been included, our results,
which are based on the net foreign exchange gained, show that, coinci-
dentally and surprisingly, tourism also ranks the third, again after
clothing and electronic and electrical products. When tax revenue is
concerned, tourism performs better than electronic and electrical equi-
ments do. although clothing still brings the largest tax revenue.
In the macroeconometric model described in Chapter V, the tourist
sector is singled out so that, in addition to the contribution of tourism
to the economy, the effect of the change in some endogenous variables
in the economy to the tourist sector can be studied. We discovered that
some variables in the tourist sector, such as the tourist price index,
the tourist expenditure, the tourist arrivals, the wage rate in the
hotel sector and the travel expenditure of Hong Kong residents abroad,
are directly affected by the economy but the notable point is that
non-preferential fiscal policy and monetary policy have little effect
on the tourist sector. It is believed, although it has not been justified
with a detail study, that the publicity and advertising work done by the
Hong Kong Tourist Association has a positive effect on the demand for
Hong Kong tourism. Therefore should the government decide to further
promote the local tourism with a given government budget, he should
divert part of the money to the subvention to the Hong Kong Tourist
Association.
Comparing the growth rate of tourism and that of other export
industries from 1962 to 1977, it is discovered that the growth of tourism
is relatively very stable, especially when the tourist arrivals is con-
cerned. This discovery is somewhat contrary to the common belief that
since tourism is a luxury good and is income elastic, it should fluctuate
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widely along with the business cycles in the tourist generating countries.
True, tourism is income elastic, but our result shows that tourism is
also price elastic and foreign-exchange elastic, and , furthermore, that
the tourist price index is positively related with the tourist arrivals
in the current year. During the economic recession in other parts of
the world,for example, in 1974 and 197S. we might expect that there is
a sharp fall in tourist expenditure and tourist arrivals, but in fact,
Hong Kong tourism continued to grow in these two years, though with a
smaller growth rate. According to the analysis of our macroeconometric
model, we observe that a fall in the revenue from tourism would deter-
iorate the exchange rate of Hong Kong dollar which would in turn en-
courage the expenditure of incoming tourists. Similarly, a decrease in
tourist arrivals would lower its pressure on the price of local tourist
services, so that Hong Kong is able to attract more tourist arrivals
and their expenditure. On the other hand, economic boom in the tourist
generating countries would push Hong Kong tourism to a higher level
but this contributing effect would be partly offset by the counteracting
repercussion forces due to the increase in the exchange rate of Hong
Kong dollar and the tourist prices. Because of this built-in stabilizing
mechanism, tourism has grown to be a reliable foreign exchange and
income contributor. Moreover, because the tourist expenditure is sensi-
tive to the exchange rate of Hong Kong dollar, the foreign exchange
earned from tourism is biased towards the strong currencies. For example,
suppose that the conversion rate between Hong Kong dollar, U.S. dollar
and pound sterling is HK$ 10 = US$ 2 = 14.. Assume that there are two
visitors coming to Hong Kong, one from the United States and one from
the United Kingdom, spending respectively US$ 2 and 1L. The revenue
from tourism of Hong Kong is HK$ 20. Now for some other reason the U.S.
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dollar gets stronger so that the conversion rates become HK$ 1U US 1.5
= it . In other words, the U.S. dollar is appreciated against Hong Kong
dollar or pound sterling by 28.57 percent. Obviously, the expenditure of
the British visitor is little affected, either measured in Hong Kong
dollar or pound sterling, but that of the America visitor tends to grow.
If we take the exchange-rate elasticity of demand of the America visitor
to be -1.274 and if the supply of tourist services of Hong Kong can meet
the demand, then the expenditure of the America visitor will rise up to
HK$ 14.43, or US$ 2.165, the rate of increase being 36.28 percent. In
other words, Hong Kong is able to receive more stronger currencies, the
U.S. dollar in this example, from the provision of tourist services to
foreign visitors.
Last but not the least, we would like to add a few words on the so-
called 'tourist surplus'. Export of tourist services (expenditure of
foreign visitors in Hong Kong) is equivalent to the gain of foreign
exchange but import of tourist services (expenditure of local residents
abroad) means the loss of foreign exchange. Many people prefer to group
these two items in the 'tourist account' and to get the 'tourist surplus'
in order to see how much this 'tourist surplus' can cover the visible
trade deficit. For the case of Hong Kong, these people are having growing
worry as the 'tourist surplus' in Hong Kong-has been falling since 1970
and more and more percentage of the visible trade deficit would remain
uncovered.
Although the 'tourist account' is sometimes useful in comparing
the expenditure of foreign visitors and that of local residents abroad,
it has little economic meaning. The tourist services in Hong Kong and
the tourist services in foreign countries are indeed two different
4This is the foreign-rate elasticity of the aggregate demand for
Hong Kong tourism, but is here assumed to be equivalent to that of the
America visitors.
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kinds of commodities and there is no good reason to combine them together
and calculate the resulting balance. For example, we never group the
export of chemicals and the import of chemicals to form the 'chemical
account' though chemicals are outputs of the industry under Section 5
of the S.I.T.C. classification. Furthermore, we would not even calculate
the 'chemicals surplus' and compare this with the visible trade deficit
resulting from the export and import of other types of commodities.
Second, although the expenditure of Hong Kong residents travelling abroad
implies the outflow of foreign exchange, it is mainly contributed by
the growing affluence of local people. Just like the merchandise imports,
import of tourist services depends on the disposable income of domestic
households and we cannot see why we should emphasize and worry too much
on its growth whenever the balance of payments in Hong Kong is deterio-
ratin.
Although it is true that the import of tourist serivces was
growing faster than the export of tourist services in the 1970s, the
situation may not be so bad as it appears. Our analysis in Chapter V
shows that the expenditure of local people depends on the current
level and past levels of the disposable income of domestic households
but little affected by prices and exchange rate of Hong Kong dollar.
On the other hand, the expenditure of foreign visitors in Hong Kong is
related to such factors like their national income, relative prices,
exchange rate, and volume of trade with Hong Kong. Keeping other things
constant, equal growth rate of income of the people in Hong Kong and
that in the tourist generating countries will increase both the credit
and debit items in the 'tourist account' of Hong Kong, with the export
side greater than the import side in the short-run, though in the long-
run, the surplus in the account may vanish or even turn out to be an
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insignificant deficit as the current import of tourist services inauces
further imports in the future. Therefore if Hong Kong keeps the same
growth rate of income as that in other countries, the balance in the
'tourist account' is in favour of Hong Kong, or even if Hong Kong gets
a faster growth rate of income so that Hong Kong does not earn enough
foreign exchange from the expenditure of foreign visitors to pay for the
travel expenditure of local residents abroad, it is nothing to worry
about. First, at a high level of income, Hong Kong residents can afford
a larger travel expenditure. Second, there is a self-adjustment mechanism
to stabilize the'tourist balance'. If the outflow of foreign exchange
deteriorates the exchange rate of Hong Kong dollar, foreign visitors
are willing to spend more, measured either in Hong Kong dollar or in
their own currencies, because, as we have explained, the expenditure is
exchange-rate elastic. If the outflow of foreign exchange, for some
other reasons, lower the disposable income of Hong Kong households, the
households will automatically cut their travel expenditure.
Basing on the macroeconometric model in Chapter V, we are able to
give an explanation on the movement of the 'tourist surplus' from 1961
to 1977. We first divide the period into two parts, the first one from
1961 to 1969 and the second one from 1970 to 1977. In the first period,
the 'surplus' was growing with a significant rate. The reason for this
is two-sided. On the export side, the price of tourism in Hong Kong rose
more slowly than the price of domestic travel in foreign countries so
that Hong Kong enjoyed a significant rise in the revenue from tourism.
On the import side, the marginal propensity to travel of residents in
Hong Kong was small so that the import of tourist services grew slowly.
In the second period from 1970 to 1977, the falling in the 'tourist
surplus' was mainly due to the continuous appreciation of Hong Kong
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dollar, which suppressed part of the revenue from tourism, and also
due to the fast-growing income of the households in Hong Kong. Thus
whether the 'tourist surplus' will rise or fall in the future will
depend on the growth rate of income of Hong Kong relative to the price
of domestic tourism in other countries, and the exchange rate of Hong
Kong dollar.
A variant of the idea of 'tourist surplus' is the reliance on the
revenue from tourism as the means to cover the visible trade deficit.
although it sometimes makes sense to compare the revenue from tourism
with the current merchandise trade deficit in order to bring out the
importance of tourism in Hong Kong as a vital source of foreign exchange,
too much emphasis on this point appears to place a very high burden on
tourism that it is the responsible of tourism to earn foreign exchange
to remove the visible trade deficit as much as possible. In our opinion,
this is unfair to tourism. The deficit in the visible trade account
arises when we import goods more than we export, and one of the ways to
remove this deficit is to improve and stabilize our exports. First,
this is not a good way to measure the significance of tourism in Hong
Kong. There are thousand and one factors affecting merchandise import
and export, and we find that the visible trade deficit fluctuates widely
each year. Therefore comparing the revenue from tourism with the visible
trade deficit is equivalent to measuring the length of an object with
a ruler which expands or contracts at different temperatures. For ex-
ample, it would be nonsense to say that the importance of tourism was
decreased by more than one half when we find that the ratio of revenue
from toruism to visible trade deficit fell from 2.8 to 1.1 (Table 2.4) in 1977.
In fact, we had five percent growth in tourism in that year, but the
growth in visible trade deficit was far more than this - 264 percent.
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Tourism is only one of our exports, and it is nothing peculiar to be
singled out, just like that we never single out the industry, say,
clothing, and repeat all the times how much of the deficit resulting
from the trade of other industries has been covered by the export of
clothing. Furthermore, as we have explained, nearly half of the tourist
expenditure is the import content. Then even if the tourism industry
had suddenly collapsed, the increase in deficit (or decrease in sur-
plus) in the current account would be lower than the original revenue
from tourism because we had saved some imported goods which would have
beenurchased directly or consumed indirectly by the incoming visitors.
6.2 Some Policy Suggestions
The main theme of the present thesis is to evaluate the contribution
of tourism to the economy, as compared with that of other industries.
although one's degree of satisfaction on the performance of tourism
would vary according to the policy objective imposed, our general
impression is that tourism is a good and reliable - in the sense of
stability - income and foreign exchange generator. Although we are now
still not in the position to conclude whether the government should
develop the tourist industry, vis-a-vis other industries, especially
when the government budget and resources are given, because we are still
short of other important informations, such as the cost of development
of each industry, the present study does provides us some idea on the
significance of tourism in the growth of the economy. Thus basing on
our results and supposing that the government is in favour of further
developing tourism for more revenue, we would like to put forward the
following suggestions.
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(A) On the Demand Side
The equations of demand for Hong Kong tourism described in Chapters
III and V are useful in providing us, in addition to the determinants
of demand, some hints on how the demand can be increased. We find that,
of these determinants, some are variables of foreign countries on which
our government has little control, and some are variables of the local
economy whose values may be affected by some government policies. Of the
latter type of variables, the most important ones are the price of local
tourist services and the exchange rate of Hong Kong dollar, as the
demand is elastic with respect to both. Thus a devaluation of Hong Kong
dollar will tend to bring more revenue from this industry. Similarly,
foreign visitors are willing to spend more if the government is success-
ful in 1cPPnin Q the Growth rate of the tourist price index at a low level.
Of course, we expect to receive more revenue if there are more
international visitors coming to Hong Kong. But more tourist arrivals
in Hong Kong might cause the following counteracting consequences.
First, international tourists arriving here would exert a pressure on
the local accommodation. From the experience in the previous years, we
see that if the supply of hotels does catch up with the demand, then5
there is a limit on the number of visitors that we can entertain.
From our analysis in Chapter V, we observe that the tourist arrivals
are positively correlated with the tourist price index. In other words
we might expect a higher price of the tourist services when more visitors
come to Hong Kong. Therefore our promotional work overseas should aim
at raising the per capita expenditure, i.e., the aim being biased to-
wards the total expenditure rather than the tourist arrivals. This
suggests that we should carry out more publicity programmes in countries
like Japan Taiwn, phippines ,U S.A Swizzer1and Austra1ia and
5We shall analyse how the government encourages more hotel construction.
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South Africa, because the per capita expenditures of visitors rrom
these countries are greater than the overall average one (Table 2.15).
Similarly, since conference delegates and commercial businessmen spent
a higher mean expenditure (Table 2.16), we should try to attract more
visitors whose purpose of visit is primarily meeting and business. The
completion of the World Trade Centre and thee Convention Centre, and the
recent estiablishment of the Conferences and Meetings Department of the
Hong Kong Tourist Association, we think, are the correct steps with
respect to the development of the tourist industry.
Another important finding about the demand for the local tourism
is that the tourist arrivals and tourist expenditure are sensitive
to big events or functions held in Hong Kong or in neighbouring countries.
For example, the Expo' 70 has attracted 108.6 thousand tourists and
$263.8 Mn (at constant 1966 price) of revenue to Hong Kong (Chapter
III). For the same reason, we also believe that the finals of the 1976
Miss Universe Pageant held in Hong Kong has caused an increase in the
number of incoming visitors in that year. Since the pageant was televised
by a local television-broadcasting company and transmitted by satellite
to millions of viewers throughout the world, Hong Kong has become
known to many more people in the world.6 Thus for the promotion of
tourism in Hong Kong, we support the effort of the Hong Kong Tourist
Association in developing: the Yuen Siu (Lantern) Festival, the Tuen
Ng (Dragon Boat) Festival, the Mid-Autumn Festival and other important
Chinese festivals as regular tourist attractions.
6The Hong Kong Tourist Association made use of this chance to
introduce Hong Kong to the world, by releasing a specially-compiled
Hong Kong Tourist Association press kit with photographic and written
material on Hong Kong and the pageant to the international media. This
was the start of an HKTA publicity programme for media all over the
world.
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(B) On the Supply Side
We have mentioned that Hong Kong has the following tourist assets:




(v) things to do, see and buy
(vi) relations with and attitudes towards tourists
(vii) roads, utilities and other services
The success of tourism in Hong Kong in the past lies in her po-
ssession of the above assests. Thus for the future development of
tourism, we should try to improve both the quantity and quality of the
assets to meet the demand. Of these factors, some are practically out
of control of Hong Kong government, e.g., the geographic location,
climate and the international transportation some can entirely be
controlled by the government, e.g., the roads and necessary utilities
but some of them can only be affected or influenced by some government
policies. Our discussion here would concentrate on the government poli-
cies which aim at raising the standard and quantity of the latter
type of assets.
Together with the development of the industry, the number of
tourists arriving Hong Kong increased with a significant rate so that
the tourist density, which is defined as the ratio of tourist arrivals
to local population, rose too (Table 2.3). In May, 1969, H. Zinder
Associates, Inc. of Washington, D.C., prepared a report entitled 'The
Future of Tourism in the Eastern Caribbean', under the contract with
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Table 6.1 Tourist Density and Attitudes Towards Tourists
Ranking of unfriend-Ranking of









aMeasured by ratio of tourist arrivals to domestic population. A
low number represents a high density.
bBased on comments in Zinder Report, pp. 15-16. A low rank repre-
sents greatest degree of unfriendliness. It is important to remember
that the attitudes reported are those seen through the eyes of an
outside observer. The ranking is based on a weighted index composed
of scores for friendliness, ambience, treatment on arrivals and atti-
tude to tourism as a business.
Source: Bryden and Faber (1971), p. 81.
the Agency for International Development and was sponsored by the
Regional Development Agency. The report was later presented to the
governments of the Eastern Caribbean territories. From Zinder's
report, we are able to rank the islands in tourist density and in the
degree of hostility towards foreign visitors. If we perform a Spearman
ranking test to compare these two sets of variables, we discover a
positive correlation between the degree of tourist density and the
extent of unfriendliness 7 . A ranking coefficient of this kind, of
7The coefficient is 0.50, or if St. Vincent is excluded, the
coefficient becomes 0.78.
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course, does not tell us much, especially that one cannot conclude
simply from the result (i) whether the similarity of ranking is
coincidental, (ii) whether the first variable (tourist density)
affects the second one (lack of friendliness) - which is what we are
inclined to believe, (iii) whether the latter activates the former,
or (iv) whether both are influenced simultaneously by a third variable.
However, in Hong Kong, few complaints about rude local citizens have
reached . the Hong Kong Tourist Association, and some people begin
to worry that the hostility towards foreign visitors might hurt the
growth of the tourist industry, and appeal that we should be nice to
the tourists.8 The Hong Kong Tourist Association might have been fully
aware of this phenomenon. The Association organised a 'One Thousand
Smiles' competition in 1977 and the Courtesy Programme in 1978 as the
means of improving the attitudes towards foreign visitors and the
quality of services of the tourist industry.9 While evidences prove
that the competition and the programme are successful, we suggest
(i) that such campaigns should be encouraged and more are organised
in the future, probably once a year (ii) that since foreign visitors
also have chances to come into contact with people outside the tourist
industry, such campaigns should be extended to local residents so that
they know what they can get from tourism and what attitudes they should
have towards tourists.
oTourists - who needs them?, Hong Kong General Chamber of
Commerce, The Bulletin, (October, 1978) : 5-13.
9The 'One Thousand Smiles' competition was organised during the
1977 Pacific Area Travel Association Conference, held in Hong Kong
in February, to encourage greater courtesy to visitors. The 12-month
Courtesy Programme in 1978 was designed to upgrade the courtesy and
service standards of the tourism industry by means of education and
incentives.
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In view of the expenditure of the tourists, shopping is the major
attraction to the tourists. Fortunately, we do not have a high rate of
inflation of the shopping items (Table 2.20), but what worries us most
is that the cost of staying overnight in Hong Kong is still at a high
level relative to that in the Pacific and South-east Asian region (Table
2.21). While there are certainly some domestic cost factors, such as
the high cost of land, which push the inflation in the hotel industry,
we see that the rise in the hotel bills is coincident with the shortage
of hotel rooms. We believe that the decrease in excess supply (or increasE
in excess demand) of accommodation would have fuelled the fire of in-
flation. Since the demand for the tourist services is shown to be price
elastic, the rise in prices in the tourist industry might tend to lower
the revenue from tourism. Thus the government should try to manintain
Hong Kong as an inexpensive city for the tourists to stay, and one way
the government can do is to make sure that there are adequate places for
accommodating foreign visitors.
In Hong Kong, the demand for hotel accommodation rises as (i) the
tourists spend a longer stay here (ii) the tourist arrivals grows. In
Chapter II, we discover that in the past twenty years, the hotel rooms
could not even catch up with the number of tourist arrivals (Table 2.24).
While it is easy to say that more hotels should built, it is clear from
our result that a more careful and detail analysis has to be made on
the determinants of supply of hotels before we can know what government
policy tends to encourage hotel construction. First, it is important to
note that the hotel industry provides externality to the tourist industry
and thus to the economy as well. For example, adequate and cheap hotel
rooms are obviously attractive to more international visitors, and once
these visitors arrive Hong Kong, they will spend money on other items
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and services like entertainment,.tours, meals and shopping. On the
other hand, if the tourists discover that they cannot get accommodation
here or they are frightened by the cost of accommodation here so that
they change their mind and go to visit other countries, this is not only
a loss to the hotel industry but to other sectors in the tourist industry
too. Second, hotel construction has one thing in common with other types
of building and construction that they all require a considerably long
period of planning and investment. This time lag, the time between the
decision on and the completion of the construction, thus creats a lot
of uncertainties: no one knows what the demand situation in several
years would be. However, hotels construction appears to be more unfor-
tunate than other types of construction in that while the demand for
dwelling and commercial buildings mainly depends on some factors in the
economy, most of the factors of the demand for hotel rooms are of the
rest of the world. In general, it is easier and more accurate to pre-
dict the factors in the local economy than those in foreign countries.
Thus the risk associated with hotel construction is higher. Private
entrepreneurs usually compensate for this risk in the hotel construction
by requesting a higher profit margin and waiting for some other certain-
ties. For example, they tend to wait until there is tension in the
supply of hotel rooms and/or there is a significant growth rate of
tourist arrivals, i.e., wait until the future is brighter, before they
decide to build a new hotel. But since the construction of hotels takes
several years' time, once a shortage of hotel rooms arises, we would
not expect that the situation could be improved shortly.
Because of the externality and uncertainty associated with the
hotel industry, we suggest that the government implements some policies
to subsidize the hotel construction. The subsidization may take one or
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more of the following forms: (i) granting a lower interest rate to
those for the construction or rebuild of hotels (ii) granting land for
the construction of new hotels at a lower price (iii) waiving part or
all of the profit tax for one or more years just after the completion
of the new hotel. The fund for financing such subsidization may come
from the following sources: (i) specfic taxes imposed on other sectors
in the tourist industry, e.g., sales tax on the items sold to the tourists
and on the meals and entertainment taken by the tourists. In theory, this
way of financing accords with the Benefit Principle of Taxation and
might be the best one. However, in implementing the taxation, there are
some practical problems. First, if the tax is imposed on the total sale
of a company, we would have the problem of fairness because nearly all
the shops, restaurants, nightclubs and so on where the tourists go are
in fact open to both tourists and local residents and the ratio of these
two types of consumers is not uniform for all of them. Second, if the
tax is imposed only on the products sold to tourists, the cost of re-
cording and preventing the act of cheating would be considerably high.
Third, we need some principles in determining the ratio of tax imposed
on different products. (ii) Alternatively, the funds for subsidising the
construction of hotels may come from the government revenue. In this
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